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Certificate of Achievement
for Excellence in Financial Reporting

Certificate of
Achievement
for Excellence
in Financial
Reporting

Presented to

The Arizona State
Retirement System

For its Comprehensive Annual
Financial Report
for the Fiscal Year Ended
June 30, 2007
A Certificate of Achievement for Excellence in Financial
Reporting is presented by the Government Finance Officers
Association of the United States and Canada to
government units and public employee retirement

systems whose comprehensive annual financial

reports (CAFRs) achieve the highest

standards in government accounting
and financial reporting.

President

G -

Executive Director

The Government Finance Officers Association of the United States and Canada (GFOA)
awarded a Certificate of Achievement for Excellence in Financial Reporting to the
Arizona State Retirement System for its comprehensive annual financial report for

the fiscal year ended June 30, 2007. This was the 19th consecutive year that the

Arizona State Retirement System has achieved this prestigious award.
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Plan Funding and Administration

Public Pension Coordinating Council
Public Pension Standards

2008 Award

Presented to

Arizona State Retirement System

In recognition of meeting professional standards for
plan funding and administration as
set forth in the Public Pension Standards.

Presented by the Public Pension Coordinating Council, a confederation of
National Association of State Retirement Administrators (NASRA)

National Conference on Public Employee Retirement Systems (NCPERS)
National Council on Teacher Retirement (NCTR)

I

Alan H. Winkle
Program Administrator

'The National Association of State Retirement Administrators (NASRA), National Conference on Public
Employee Retirement Systems (NCPERS), and the National Council on Teacher Retirement (NCTR)
awarded a Public Pension Standards Award to the Arizona State Retirement System for plan design and
administration as set forth in the Public Pension Standards for 2008. The Public Pension Standards are
intended to reflect minimum expectations for public retirement system management and administration, as
well as serve as a benchmark by which all defined benefit public plans should be measured. Changes to the
standards for 200 - the Standards have been separated into the Administrative Standards and the Funding
Standard. A system may qualify for and receive a Recognition Certificate for either the Administrative or
Funding Standard, or both. A system that qualifies for both certificates will be awarded the Public Pension
Coordinating Council Standards Award. The ASRS qualified for both Standard Awards. This is the 4th

consecutive year that the Arizona State Retirement System has received this prestigious award.

2



Introdwuctory Sectiomn

Letter from the Chairman

ARIZONA STATE RETIREMENT SYSTEM

bl
=F1 3300 NorTH CENTRAL AVENUE © PO Box 33910 e PHoENIX, AZ 85067-3910 e PHonE (602) 240-2000 Paul Matson
*/ 7660 EasT BRoADWAY BOULEVARD e SuITE 108 @ Tucson, AZ 85710-3776 e Prone (520) 239-3100 Director

ToLL FrRee OutsipE METRO PHOENIX AND TucsoN 1-800-621-3778

December 5, 2008

'The Honorable Janet Napolitano
Governor of Arizona

State Capitol

1700 W. Washington St.
Phoenix, Arizona 85007

Dear Governor Napolitano:

On behalf of the Arizona State Retirement System (ASRS) Board of Trustees, I present you with the fifty-fifth
Comprehensive Annual Financial Report of the Arizona State Retirement System. This report provides an in-
depth review of the financial statements, investment information, actuarial calculations and statistical data of the
Arizona State Retirement System for the fiscal year ended June 30, 2008. The report also includes 10-year summa-
ries of a variety of indicators that affect or reflect the ASRS operations.

'The actuarial valuation performed by Buck Consultants LLC., is as of June 30, 2007 and indicates that the ASRS
total plan achieved an actuarial funded status of 82.8 percent, down from 83.7 percent the previous year. The 2007
market value funded status for total plan assets of 86.4 percent reflects an increase over the prior year. The change
in market value funding percentage from the prior year’s 79.6 percent is a result of higher than expected invest-
ment returns during 2007.

During the fiscal year ended June 30, 2008, the market value funded status for the total plan is 74.7 percent and
the total rate of return on investments was -7.6 percent. The annualized three, five, ten and inception rates of
return were 6.1 percent, 8.8 percent, 5.5 percent, and 10.4 percent. The ASRS assumed rate of return is 8 percent.
As of June 30, 2008, the ASRS total fund stood at nearly $26.1 billion, $2.4 billion less than at the same time the

previous year.

'The contribution rate, as determined by actuarial analysis, is designed to ensure the ASRS fund remains adequate
to meet current and future obligations to members. The actuarially recommended rate for fiscal year 2008-09 is
9.45 percent for both the employer and employee, which includes 8.95 percent for the defined benefit pension
plan and health insurance supplement and 0.50 percent for the long term disability plan. The calculated contribu-
tion rate decreased to 9.40 percent for the 2009-10 fiscal year, which includes 9.00 percent for the pension fund
and health supplement and 0.40 for the long term disability plan.

Although this annual financial report covers the fiscal year ended June 30, 2008, it is important to note that the
investment markets have experienced significant negative returns since June 30, 2008 which will be accounted
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in next year’s annual report. Such market volatility makes it difficult to predict future contribution rates, but it
appears that should the markets fail to improve in any meaningful fashion, contribution rates will increase begin-
ning July 1, 2010. These same market circumstances have also led to no excess earnings being available to fund any
additional permanent benefit increase to our retired members.

We continue to closely monitor our investments and review our asset allocation strategy, and will, when prudent,
make adjustments to our portfolios. However, the ASRS will continue to take a long-term approach to invest-
ments, which we believe will best protect the fund in these uncertain times.

'The ASRS continues to be engaged in program and policy review and, when appropriate, will be seeking legisla-
tive changes to ensure the retirement system operates efficiently and effectively. This is an on-going process of
program, policy and legislative review, and changes that have been implemented to date have resulted in signifi-
cant liability reductions over the past several years.

'The ASRS has also continued its effort to improve member services, including automation of many services,
improved website services and an advanced imaging system of records. These improvements have led, not only to
increased member satisfaction as measured by regular surveys, but to cost savings and avoidances as well.

Our major technology initiative was modified to be completed in September 2008. I am very pleased to report
that we believe we met our objectives, and came in under budget.

The ASRS is structured to provide a lifelong income and a range of additional benefits to our members when they
retire, including a retiree medical and dental insurance plan and the premium benefit program which helps pay a
portion of the insurance plans’ premiums.

Lastly, I would like to note that the total membership of the ASRS, including active, inactive, disabled and retired
members, reached a record of more than 548,000 as of June 30, 2008. Also during that fiscal year, more than
97,000 retirees, survivors and disabled members received in excess of $1.9 billion in benefits.

The ASRS Board is committed to prudent management of the Retirement System’s assets for the benefit of our
members. At the same time, we are aware of our responsibilities to the State of Arizona, its taxpayers, and our
member employers. We are appreciative of the cooperation extended to this agency by the Governor’s Office and
the State Legislature, which enables and empowers us to meet the challenges we face in today’s economic climate.

'The Board of Trustees pledges to continue to administer the affairs of the Arizona State Retirement System in the

most competent and efficient manner possible.

Respectfully submitted,

Mr. Michael Townsend
Board Chair

Arizona State Retirement System
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December 5, 2008

Mr. Michael Townsend, Chair

Arizona State Retirement System Board of Trustees
3300 North Central Avenue, 14th Floor

Phoenix, Arizona 85012

Dear Mr Townsend:

On behalf of the ASRS staff, I present the fifty-fifth Comprehensive Annual Financial Report (CAFR) of the
Arizona State Retirement System (ASRS), a component unit of the State of Arizona, for the fiscal year ended
June 30, 2008.

Title 38 of the Arizona Revised Statutes requires the ASRS Board of Trustees (ASRS Board) to submit an
annual report to the Governor and the Legislature within eight months of the close of each fiscal year. This
report complies with the legal requirements governing the preparation and content of annual reports.

Responsibility for both the accuracy of the data, and the completeness and fairness of the presentation,
rests with the ASRS management. Management relies on a comprehensive framework of internal controls
to provide reasonable, rather than absolute, assurance that the financial statements are free of any material
misstatements.

Heinfeld, Meech & Co., P.C. has issued an unqualified (“clean”) opinion on the ASRS financial statements for
the year ended June 30, 2008. The Independent Auditors’ Report is located at the front of the financial section
of this report.

Management’s discussion and analysis (MD&A) immediately follows the Independent Auditors’ Report and
provides a narrative introduction, overview, and analysis of the basic financial statements. MD&A comple-
ments this letter of transmittal and should be read in conjunction with it.

History and Overview

'The ASRS was created in 1953 to provide defined contribution retirement benefits to employees of the state
of Arizona, Arizona universities, and political subdivisions. During calendar year 1954, Arizona teachers voted
to join the ASRS effective January 1,1955.In 1970, the state legislature authorized the creation of a defined
benefit plan, contingent upon the election to transfer a minimum 70 percent of the ASRS membership. More
than 80 percent voted to transfer to the defined benefit plan, which became effective July 1,1971.

5
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At June 30,2008, total ASRS membership, including active, inactive, disabled and retired members is 548,857.
‘There are 734 employers participating in the ASRS, including school districts, charter schools, state colleges and
universities, and local, county and state governments.

In addition to pension benefits, the ASRS provides a health insurance premium benefit and sponsors medical
and dental coverage for retired and disabled members and their eligible dependents. Active members receive
long-term disability insurance coverage equal to two-thirds of pay at the time of disablement.

During FY 2007-08, more than 97,000 retired annuitants, their survivors, and disabled members received in
excess of $1.9 billion in benefits. As of June 30, 2008 there were 35,973 retired members and their families
enrolled in the ASRS-sponsored medical program and 29,991 retired members and their families enrolled in

dental plans through the ASRS.

ASRS Board Trustees are appointed to three-year terms by the governor and confirmed by the Arizona State
Senate. Four trustees of the ASRS Board must have a minimum of 10 years investment experience and each
trustee who represents an ASRS member group shall have no less than five years of administrative management
experience. There is no limit on the number of terms an ASRS Board Trustee may serve. During FY 2007-08,
Governor Janet Napolitano appointed the following ASRS Board Trustees to the Board:

*  Mr. Mike Townsend, Chairman, re-appointed as a representative of political subdivisions;
term to expire on January 17,2011.

*  Mr. Christopher Harris, re-appointed as a representative of the public; term to expire on

January 21,2011.

*  Mr Steve Zeman, re-appointed as a representative of retirees, term to expire on January 21, 2011.

Major Initiatives for Fiscal Year 2007-08
Investments:

*  Developed an ASRS Investment Management Statement of Beliefs and Value Proposition which
is designed to provide the basis for congruent and synergistic strategic and tactical investment
decision-making.

* Implemented changes to the ASRS Board Governance Handbook relative to the establishment of
Investment Asset Class Committees which improve the efficiency, effectiveness and consistency of
ASRS investment decision-making and oversight process.

*  Enhanced ASRS Investment Rebalancing Policy and Cash-Flow Management process which are

strategic and tactical tools to mitigate risk and positively contribute to ASRS investment objectives.

* Identified and implemented value-strategies and tactical investment opportunities which take
advantage of dislocated financial market conditions, improve the diversification of ASRS assets and
provide anticipated attractive risk-adjusted returns.
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Benefits:

*  Completed its pension payroll system upgrade. As a result of this project, retirees now have the
ability to view their payroll history via the Web and update their direct deposit and tax elections.
In addition, the upgrade included creating an automated benefit audit process. This process will
reduce turnaround time and improve communication of benefit changes with members.

* Implemented a member data integrity project. This project focuses on reducing the number of
member records with incorrect demographic data, improving our success rate for finding inactive
members who are eligible for a retirement benefit, and strengthening our disbursement controls.

Administration

*  Developed an ASRS Values Initiative which focuses on service excellence, work environment and
public image. Related strategies have been implemented that reinforce behaviors that will devel-
op, cultivate and support the ASRS values of Professionalism, Results, Improvement, Diversity
and Excellence.

*  Received approval from the State Library and Archives to replace member paper documents with
electronically imaged documents. The approval process is a rigorous one and involved document-
ing our imaging quality controls to ensure compliance with state statutes and federal guidelines.
Imaged documents provide staff with simultaneous access to member documents, eliminates
misplaced documents, eliminates the need for physical storage, and improves the agency’s ability
to comply with record retention statutes.

Investment Policies

An integral part of the overall investment policy is the strategic asset allocation policy, which is
designed to optimize returns while minimizing risk. The ASRS maintains its investment assets in
accordance with Board approved strategic asset allocation policy. Investment assets are managed in
28 externally managed and 6 internally managed portfolios, which are diversified in U.S. equities, U.S.
fixed income, international equities, real estate and private equity.

After deducting investment expenses, the ASRS achieved the following one, three, five, ten year and

inception net rates of return for periods ended June 30, 2008:

Annualized Rates of Return
(Retirement & Health Benefit Supplement)

Inception
1 Year 3 Year 5 Year 10 Year (June 30, 1975)
ASRS Total Fund -7.6% 6.1% 8.8% 5.5% 10.4%
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'The ASRS adheres to all statutory requirements set by Arizona State law. In addition the ASRS has estab-
lished investment guidelines for its internal and external investment managers and a complete set of policies,
procedures, compliance requirements, and oversight of internal investment management to ensure that invest-
ment assets are prudently managed. Both internal and external compliance procedures are in place. Oversight
responsibilities reside with the ASRS Board. Details of investments are contained in the Investment Section
of this report.

Funding

Any excess of additions, which include contributions and investment earnings, over deductions, which include
benefits and administrative expenses, is accumulated by the ASRS in order to meet future benefit obligations
due to retirees and beneficiaries. State statutes require the ASRS to conduct an annual actuarial valuation of
its plan assets and liabilities. Legislation passed by the State legislature during FY 2005 changed actuarial
determination of contribution rates from a biennial process to an annual one effective June 30, 2007.

'The funding objective of the ASRS is to maintain reasonably stable contribution rates and to achieve an
ultimate funded status of 100 percent. According to the ASRS’ most recently available actuarial valuation,
dated June 30,2007, the actuarial value of total plan assets (defined benefit and health insurance) was $26.5
billion and the actuarial accrued liability was $32.0 billion. The unfunded actuarial accrued liability of $5.5
billion results in an actuarial funding ratio of 82.8 percent for the total plan. The change in funding percent-
age from last year’s 83.7 percent is primarily due to continued recognition of lower investment returns for
fiscal years 2002 and 2003. The actuarial funding ratios for the individual components of the total plan are as
follows: retirement — defined benefit 83.2 percent, and health insurance premium benefit supplement (HBS)
72.7 percent. 'The funding ratios for the defined contribution retirement system and the long term disability
(LTD) program are 119.86 percent and 38.33 percent, respectively.

The actuarial funding ratios for the period ending June 30, 2008 for the individual components of the total
plan are as follows: retirement — defined benefit 82.1 percent, and health insurance premium benefit supple-
ment (HBS) 85.7 percent. The funding ratios for the defined contribution retirement system and the long
term disability (LTD) program are 102.2 percent and 49.7 percent, respectively.

'The market value funding ratios for the period ending June 30, 2007 for the individual components of the
total plan is as follows: retirement — defined benefit 87.1 percent, and health insurance premium benefit
supplement (HBS) 72.4 percent. The market value funding ratios for the defined contribution retirement
system and the long term disability (LI'D) program are 119.8 percent and 34.1 percent, respectively.

'The market value funding ratios for the period ending June 30, 2008 for the individual components of the
total plan is as follows: retirement — defined benefit 74.7 percent, and health insurance premium benefit
supplement (HBS) 75.2 percent. The market value funding ratios for the defined contribution retirement
system and the long term disability (LI'D) program are 102.2 percent and 44.3 percent respectively.

A detailed discussion of funding is provided in the Actuarial Section of this report. Funding status and prog-
ress for the ASRS based on the most currently available valuation is presented in the Notes to the Financial
Statements.




I ntroduwucto

ry Section

Letter of Transmittal from the Director

Cost Saving Initiatives

In order to both increase the funded status of the pension plan as well as mitigate future increases in contribution
rates, the ASRS has been engaged in significant program and policy review. While this is an on-going process,
program, policy and legislative initiatives that have been implemented are estimated to have reduced total contribu-
tions to the ASRS by approximately $212 million per year, which is equivalent to approximately $2.3 billion in
liability savings for the group of all current employees, or approximately $4.7 billion in liability savings for the group
of all current and future employees. Over the long term, these very significant savings will reduce future increases in
contribution rates to both employees and employers by an average of approximately 2.33 percent in total each year.

Estimated Impact of ASRS Cost Reduction Initiatives
as of June 30, 2008, Valuation Date

Amounts in Millions of Dollars

Action

Annual Reduction in
Total Contribution
Amount

Reduction in Total
Contribution Rate

Present Value of Savings on
Actuarial Valuation Basis

Cost Savings Initiatives Contained in Current Valuation & Reflected in Lowe

r Current Contribution

Change basis for service purchases from normal

. 0.60% $55.00 $439.98
cost to actuarial present value
Decrease interest credited on withdrawn
0
contributions from 8% to 4% 0.27% $24.70 $210.24
Correction of Permanent Benefit Increase reserve 0.04% $3.50 $45.96
Sub-total, savings in current valuation| 0.91% $83.20 $696.18

Cost Savings Initiatives Contained in Future Valuation &

Reflected in Lower

Future Contribution

Increase interest rate on payroll deduction

0
agreements from 0% to 8% 0.16% $14.60 $191.71
Pop-up restrictions 0.40% $36.90 $484.52
Reimbursements for early retirement incentives 0.18% $16.10 $211.40
Resc?mdmg modified Deferred Retirement 0.49% $44.90 $589.57
Option Plan
Long Term Disability program design changes 0.03% $2.20 $28.89
Long Terrr.l I.)lsabﬂlty. N changes to offsets 0.15% $13.38 $130.89
and pre-existing condition period
. . 0.01% $0.62 $7.60
Recapture of unclaimed monies
Sub-total, savings in future valuation| 1.42% $128.70 $1,644.57
GRAND TOTAL 2.33% $211.90 $2,340.75
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World Markets

As most of us are aware, world markets have experienced a sharply fluctuating downward trend since October
2007. Although the ASRS funds are a well-diversified and professionally managed portfolio of investments,
they have incurred significant losses since June 30, 2008. Between June 30, 2008 and November 18, 2008, ASRS
investments have declined by approximately 26%. A sustained loss of that magnitude will have the affect of
reducing the actuarial value and market value funded status of the funds. In addition, the combined pension and
health benefit supplement contribution rate would increase for future years beginning July 1, 2010.

Awards

"The Government Finance Officers Association of the United States and Canada (GFOA) awarded a Certificate
of Achievement for Excellence in Financial Reporting to the ASRS for its CAFR for the fiscal year ended June
30,2007. The ASRS has received this prestigious award in each of the last 19 years.

To be awarded a Certificate of Achievement, a government must publish an easily readable and efficiently
organized CAFR that satisfies both accounting principles generally accepted in the United States of America
and applicable legal requirements. A Certificate of Achievement is valid only for one year. We believe this report
continues to conform to the Certificate of Achievement Program requirements and we are submitting it to the
GFOA to determine its eligibility for another certificate.

In addition, the Public Pension Coordinating Council awarded a Pension Standards Award for 2008 to the
ASRS for meeting professional standards for plan design and administration. To be awarded the Pension
Standards Award, a public employee retirement system must certify that it meets requirements in six areas of
assessment. Those areas are: comprehensive benefit program, funding adequacy, actuarial, audit, investments and
communications. The Pension Standards Award is valid for one year. This is the fourth year the ASRS

has received this award.

Acknowledgements

'This report represents the culmination of hours of hard work by the ASRS General Accounting and External
Affairs staff. It is intended to provide complete and reliable information for decision making, to insure compli-
ance with legal requirements, and is a means of measuring the responsible stewardship of the assets of the ASRS.

I would like to express my gratitude to the ASRS Board for its support for and leadership in planning and
conducting the financial affairs of the ASRS in a responsible and progressive manner. The ASRS Board, along
with the ASRS Executive and Senior Management and the entire staff of the ASRS has been instrumental in
maintaining the high quality of service and performance which has become the standard for the ASRS.

Respectfully submitted,

T2 It

Paul Matson, Director
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Chief Investment Officer Deputy Director,
Chief Operations Officer
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Chief Outside Professional Services

ACTUARY

Buck Consultants, LLC
Phoenix, AZ

LONG TERM DISABILITY BENEFITS

Sedgwick CMS Company
Calabasas, CA

CUSTODIAL BANK

BNY Mellon
Pittsburgh, PA

INDEPENDENT AUDITORS

Heinfeld, Meech & Co., PC.
Tucson, AZ

GENERAL INVESTMENT CONSULTANT

William M. Mercer Investment Consulting, Inc.
Los Angeles, CA

PRIVATE REAL ESTATE CONSULTANT

The Townsend Group
Cleveland, OH

PRIVATE EQUITY CONSULTANT

Ennis Knupp + Associate
Chicago, IL

INVESTMENT MANAGERS

Investment managers are listed in the “Schedule of Broker Commissions”
see page 78
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Summary of 2008 Retirement Legislation

he 48th Legislature, Second Regular Session adjourned June 27, 2008. Below is a brief summary

of bills that have been passed into law than may affect ASRS members and employers. To view
legislation in its entirety, visit the Arizona State Legislature’s website at www.azleg.gov. All bills
listed below are effective on the general effective date (September 26, 2008) unless otherwise noted.

House Bill 2061 — ASRS; global security risk report
(Laws 2008, Chapter 133)

Signed by the Governor on April 29, 2008, this bill:

*  Requires ASRS to submit its annual report on Global Security Risk to the Senate and
House of Representatives standing committees on retirement issues, rather than the
Senate Finance and House Government and Ways and Means standing committees.

[Note: the section of law modified by this bill (§38-716) is repealed by SB 1489.]

House Bill 2116 — CORP; joinders; credited service
(Laws 2008, Chapter 242)
Signed by the Governor May 27, 2008, this bill:
+  Allows all prior dispatcher credited service with ASRS to transfer to CORP under a

group transfer.

*  Expands the timeframe for the ASRS to transfer assets to the new retirement system

from 60 to 90 days.

House Bill 2120 — CORP; DPS detention officers
(Laws 2008, Chapter 144)

Signed by the Governor May 1, 2008, this bill:
* Expands the definition of designated position to include State detention officers.

*  Requires the Department of Public Safety (DPS) to have a local board and to enter into a joinder
agreement with the Fund Manager to provide for membership.

*  Provides that all prior ASRS service will transfer to CORP unless the employee irrevocably elects
to remain in the ASRS.

*  Requires the ASRS to recover overpaid money by reducing a benefit owed to any member,
beneficiary, or alternate payee.
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Summary of 2008 Retirement Legislation

House Bill 2151 — NOW: Iran; public fund divestment
(Laws 2008, Chapter 235)

Signed by the Governor May 23, 2008, this bill:
*  Provides for mandatory engagement with and potential divestment from companies that have
invested, since August 5, 1996, $20 million or more in any year in Iran’s petroleum energy sector.

*  Allows a fund to cease divestment from or reinvest in scrutinized companies if the value of the
impacted account is 0.5% less than without divestment.

*  Requires State contractors to certify they have no prohibited business operations in Iran and
prohibits the state or political subdivisions from purchasing goods or services from a scrutinized
company.

*  Specifies engagement, divestment, and reporting timelines.

»  Emergency measure effective May 23, 2008.

House Bill 2705 — Sudan; investments; business operations; prohibition
(Laws 2008, Chapter 1)

Signed by the Governor March 10, 2008, this bill:

*  Provides for mandatory engagement with and potential divestment from companies meeting
specific Sudan-related business operations criteria.

*  Requires State contractors to certify they have no prohibited business operations in Sudan.

*  Specifies engagement, divestment, and reporting timelines.

Senate Bill 1043 — NOW: CORP; judiciary; other designated positions
(Laws 2008, Chapter 185)

Signed by the Governor May 12, 2008, this bill:

*  Allows the local board of the judiciary to designate positions within the Administrative Office
of the Courts (AOC) for membership in CORP that require direct contact with and primarily
provide training or technical expertise to county probation, surveillance or juvenile detention
officers, if the employee is currently a member of CORP employed as a probation, surveillance
or juvenile detention officer and has 5 years of service under CORP. The employee may request
the determination within 90 days of taking the position, and when the employee terminates, the
position reverts back to ASRS membership.

Senate Bill 1225 — ASRS; federal conforming changes
(Laws 2008, Chapter 29)

Signed by the Governor April 14, 2008, this bill:

*  Makes changes to comply with new IRS laws and regulations, most notably the Economic

Growth and Tax Relief Reconciliation Act of 2001 (EGTRRA).
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Summary of 2008 Retirement Legislation

Clarifies the description of a direct rollover.
Allows the ASRS to accept direct rollovers of after-tax contributions.
Requires the ASRS to separately account for any transferred after-tax amounts.

Changes the assumed interest rate and mortality tables used in calculating the maximum annual
dollar limitation applicable to forms of distributions other than a straight life annuity.

Provides references to the new interest factor and mortality tables required by EGTRRA.

Excludes qualified transportation fringe benefits and certain cash benefits payable under a cafete-
ria plan from the definition of “compensation.”

Updates the definition of “eligible rollover distribution” to allow direct rollovers of after-tax
employee contributions held in ASRS to an IRA, a qualified 401(a) plan, or a 403(b) annuity

contract.

Allows non-spouse beneficiaries to make a direct, tax-free transfer of any death benefits to an
IRA maintained in the name of the deceased member for the benefit of the non-spouse benefi-
ciary (applicable to distributions made on or after January 1, 2007).

Senate Bill 1407 — NOW: ASRS; administration procedures
(Laws 2008, Chapter 264)

Signed by the Governor June 10, 2008, this bill makes numerous changes to the administration of the
ASRS, including:

PLAN ADMINISTRATION (ALL PROVISIONS EFFECTIVE JUNE 10, 2008)

Modifies one of the salary calculations used for service purchases from the last full pay period
prior to the request to a calculation that requires the ASRS to take the five pay periods prior to
the request, drop the high and low, and average the remaining three.

Clarifies that the salary calculations used for military and other public service purchases are also
used for leave of absence purchases.

Grants the Board rulemaking authority over the Plan, the LTD Program, and Transfers.

Clarifies that a member who purchases previously forfeited service credit is subject to the benefit
structure and duties in place when the person again becomes a member.

Requires the ASRS to recover overpaid money by reducing a benefit owed to any member,
beneficiary, or alternate payee.

UNCLAIMED PROPERTY (ALL PROVISIONS EFFECTIVE JULY 1, 2009)

Exempts the ASRS from statutory unclaimed property procedures.

Assumes that property is abandoned if the apparent owner has not communicated or shown an
interest in the property within three years of the IRS’s minimum distribution date (age 70.5).

17



2008 Comprebensive Annwuval Financial Report

Summary of 2008 Retirement Legislation

*  Clarifies the definitions of “Apparent Owner” and “Owner” to match with the Unclaimed
Property statutes.

*  States that interest stops accruing on property when it becomes abandoned, but includes interest
(if appropriate) for a member who is subsequently found.

*  Requires the ASRS to annually send a notice to a member-apparent owner beginning 5 years
before the IRS minimum distribution date and for three years thereafter. Requires the ASRS to
annually send a notice to a survivor-apparent owner beginning in the year of the 5th anniversary
of the member’s death and for three years thereafter. If a notice is returned, requires the ASRS to
make a good faith effort to locate the apparent owner by utilizing beneficiaries, public databases,
third party address verification services, or a people search service (if the base amount is more

than $300).

*  Allows the ASRS to pay for the people search service fee from the administration account, and
prevents the fee from being paid from the benefit paid.

*  Requires the ASRS to pay the money or a benefit to a person who returns to claim previously
abandoned money plus interest, if applicable.

* Appropriates $137,607 from the ASRS administration account to the ASRS in FY2008-09. The

appropriation is non-lapsing.

TRANSFERS PROCEDURES (ALL PROVISIONS EFFECTIVE JUNE 10, 2008)

Voluntary Transfers

Long-term Disability (LTD) Recipients

*  Member elects whether to remain with ASRS or transfer to new retirement system. If the
member transfers, their LT'D payments terminate.

ASRS Retirement Recipients

*  Member elects whether to remain with ASRS or transfer to new retirement system. If the
member transfers, their retirement payments terminate (remaining assets would transfer).

Payroll Deduction Agreements (PDAs)

* ASRS transfers assets and service credits already accrued up to the date of the joinder agreement
within 90 days of the effective date of the joinder agreement.

*  PDA payments continue to ASRS.
* At termination and at the employee’s election, either:

o Transfer all assets and service credit (APV at market value to the extent funded), unitized
to the other retirement system. Employee makes up the difference (unless employer is speci-
fied in joinder statute). Employee has 30 days from termination to elect this option.

o Refund the assets to the employee. Employee has 60 days from termination to submit
refund application, otherwise they receive a direct payment.
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Summary of 2008 Retirement Legislation

Mandatory Transfers

Long-term Disability (LTD) Recipients
*  Member remains with ASRS.
ASRS Retirement Recipients

*  Member remains with ASRS.
Payroll Deduction Agreements (PDAs)

* ASRS transfers assets and service credits already accrued up to the date of the joinder agreement
within 90 days of the effective date of the joinder agreement.

*  PDA payments continue to ASRS.
* At termination and at the employee’s election, either:

o Transfer all assets and service credit (APV at market value to the extent funded), unitized
to the other retirement system. Employee makes up the difference (unless employer is speci-
fied in joinder statute). Employee has 30 days from termination to elect this option.

o Inactive membership in ASRS (member can at any time apply for a refund or a monthly
retirement benefit, if eligible).

Senate Bill 1489 — NOW: divestments; terrorism countries;
contract prohibition (Laws 2008, Chapter 201)

Signed by the Governor May 12, 2008, this bill:

*  Requires ASRS, PSPRS, and the State Treasurer to adopt a policy regarding countries designated
by the US State Department as “State Sponsors of Terrorism” that includes procedures for iden-
tifying US companies that are in violation of 6(j) of the Export Administration Act, processes for
communicating with the companies, and processes for divestment from those companies.

*  Requires divestment from the companies identified by the Funds.

*  Requires ADOA to send a notice to companies from which the funds divest notifying them that
the State cannot purchase products or services from the company.

*  Appropriates $60,000 and %2 FTE from the ASRS Administration Account for the implementa-
tion of the Act.

*  Repeals the Global Security Risk reporting requirements.
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Independent Auditors’ Report

10120 N. Oracle Road

HEINFELD, MEECH & CO., P.C. Tucson, Arizona 85704
CERTIFIED PUBLIC ACCOUNTANTS Tel (520) 742-2611
Fax (520) 742-2718

INDEPENDENT AUDITORS’ REPORT

The Honorable Janet Napolitano
Governor of the State of Arizona,
Members of the Legislature, and
The Board of Trustees

We have audited the accompanying Statement of Plan Net Assets of the funds of the Arizona State
Retirement System (ASRS), a component unit of the State of Arizona, as of and for the year ended
June 30, 2008, and the related Statement of Changes in Plan Net Assets of the funds for the year then
ended. These basic financial statements are the responsibility of ASRS’s management. Our
responsibility is to express an opinion on these financial statements based on our audit. The
comparative totals as of and for the year ended June 30, 2007, presented in the basic financial
statements are included for additional analysis only. Our audit report dated November 18, 2008
expresssed an unqualified opinion on these statements; however, we have not performed any auditing
procedures on this information since the date of our report.

We conducted our audit in accordance with auditing standards generally accepted in the United
States of America and the standards applicable to financial audits contained in Government Auditing
Standards, issued by the Comptroller General of the United States. Those standards require that we
plan and perform the audit to obtain reasonable assurance about whether the financial statements are
free of material misstatement. An audit includes examining, on a test basis, evidence supporting the
amounts and disclosures in the financial statements. An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as evaluating the overall
financial statement presentation. We believe that our audit provides a reasonable basis for our
opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the
net assets of the funds of the Arizona State Retirement System, a component unit of the State of
Arizona, as of June 30, 2008, and the changes in net assets of the funds for the year then ended in
conformity with accounting principles generally accepted in the United States of America.

In accordance with Government Auditing Standards, we have also issued our report dated November
18, 2008, on our consideration of the Arizona State Retirement System’s internal control over
financial reporting and on our tests of its compliance with certain provisions of laws, regulations,
contracts, and grant agreements and other matters. The purpose of that report is to describe the scope
of our testing of internal control over financial reporting and compliance and the results of that
testing, and not to provide an opinion on the internal control over financial reporting or on
compliance. That report is an integral part of an audit performed in accordance with Government
Auditing Standards and should be considered in assessing the results of our audit.

TUCSON e PHOENIX o FLAGSTAFF
www.heinfeldmeech.com
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The Management’s Discussion and Analysis on pages 24 through 29 and the Schedule of Funding
Progress and Schedule of Employer Contributions on page 50 are not a required part of the basic
financial statements but are supplementary information required by accounting principles generally
accepted in the United States of America. We have applied certain limited procedures, which
consisted principally of inquiries of management regarding the methods of measurement and
presentation of the required supplementary information. However, we did not audit the information
and express no opinion on it.

Our audit was conducted for the purpose of forming an opinion on the financial statements that
collectively comprise ASRS’s basic financial statements. The Introductory Section, Additional
Supplementary Information, Investment Section, Actuarial Section and Statistical Section are
presented for purposes of additional analysis and are not a required part of the basic financial
statements. The Additional Supplementary Information, as listed in the table of contents under the
Financial Section, has been subjected to the auditing procedures applied in the audit of the basic
financial statements and, in our opinion, are fairly stated in all material respects in relation to the
basic financial statements taken as a whole. The Introductory Section, Investment Section, Actuarial
Section and Statistical Section have not been subjected to the auditing procedures applied in the
audit of the basic financial statements and, accordingly, we express no opinion on them.

HmW.MM‘(o.‘@C

HEINFELD, MEECH & CO., P.C,
Certified Public Accountants

November 18, 2008
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Management’s Discussion and Analysis

’ I Yhis section presents management’s discussion
and analysis (MD&A) of the Arizona State
Retirement System’s (ASRS) Plan net assets

and changes in Plan net assets for the fiscal year

ended June 30, 2008. It is presented as a narrative
overview and analysis. The discussion and analysis
should be read in conjunction with the Letter of

Transmittal included in the Introductory Section of

the ASRS’ Comprehensive Annual Financial Report

(CAFR), and the basic financial statements and notes

to the basic financial statements presented in the

Financial Section of the CAFR.

Financial Highlights
During FY 2008, ASRS assets decreased primarily

as the result of negative conditions in the domestic
and international equity markets. Stock markets
reached historical high levels in October 2007 but
quickly eroded during the remainder of the fiscal year
as investors became increasingly concerned over a
weakening housing market, the impact of sub-prime
exposure on financial institutions, rising oil prices,
increasing unemployment rates, slowing economic
growth and rising inflation. As a result, over this
period the ASRS’ investments substantially under-
performed its assumed 8 percent actuarial investment
rate of return.

*  'The ASRS rate of return on investments for FY
2008 was -7.6 percent compared to 17.8 per-
cent FY 2007. 'The decrease in the rate of return
reflects the negative conditions in the global
securities markets during the fiscal year.

* 'The ASRS combined total net assets held in trust
for pension benefits decreased by 8.5 percent
at FYE June 30, 2008 compared to FYE 2007.
'The decrease in the combined total net assets is
primarily due to negative returns in the global
securities markets during the fiscal year.

*  'The ASRS received a total of $1.8 billion in
employee and employer contributions during FY

2008 compared to $1.6 billion in FY 2007. The

11.5 percent increase is due primarily to an
increase in active membership and a contri-
bution rate increase effective July 1, 2007.

*  'The ASRS paid $1.9 billion in pension, dis-
ability, health insurance and survivor benefits
during FY 2008 compared to $1.8 billion in
FY 2007. The 6.6 percent increase is due to

an increase in the number of retirements.

*  As of June 30,2007, the most recent actuarial
valuation, the Retirement and Health Ben-
efit Supplement Funds combined were 82.8
percent funded. This compares to a com-
bined funding ratio of 83.7 percent as of June
30,2006. The change in funding percentage
is primarily due to continued recognition of
investment losses for fiscal years 2002 and
2003. Liability experience losses also affected
the funded status of the plans during this val-
uation. Investment losses are recognized over
a period of time while liability experience
losses are recognized fully and immediately
during the period in which they occurred.

Overview of the Financial
Statements

The MD&A is intended to serve as an introduc-
tion and overview of the ASRS financial section
of the CAFR which comprise the following
components: 1) basic financial statements, 2)
notes to the basic financial statements, 3) re-
quired supplementary information and 4) other
supplementary schedules. Collectively, this
information presents the combined net assets
held in trust for pension benefits which includes
health benefit supplements and long term dis-
ability for each of the funds administered by the
ASRS as of June 30, 2008. This financial infor-
mation also summarizes the combined changes
in net assets held in trust for pension benefits for
the year then ended. The information available
in each of these sections is briefly summarized as
follows:
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2)

3)

4)

Management’s Discussion and Analysis

Fund financial statements. For the fiscal year
ended June 30, 2008, financial statements are
presented for the funds administered by the
ASRS. 'These fiduciary funds are used to ac-
count for resources held for the benefit of the

ASRS members.

* 'The Combined Statement of Plan Net As-
sets is presented as of June 30, 2008 with
combined total comparative information
as of June 30, 2007. 'This financial state-
ment reflects the resources available to pay
benefits to members, including retirees and
beneficiaries, at the end of the fiscal year.

* The Combined Statement of Changes in
Plan Net Assets is presented for the year
ended June 30, 2008 with comparative
information for the year ended June 30,
2007. This statement reflects the changes
in resources available to pay benefits to
retirees and other beneficiaries for the year.

Notes to the Basic Financial Statements. The
notes to the Basic Financial Statements pro-
vide additional information that is essential
to a full understanding of the data provided
in the basic financial statements. The notes to
the basic financial statements can be found

on pages 32-49 of this report.

Required Supplementary Information. The
required supplementary information consists
of two schedules and related notes concern-
ing actuarial information, funded progress
and required contributions of the defined
benefit pension systems administered by the

ASRS.
Additional Supplementary Schedules. These

schedules include a Combining Schedule

of Net Assets and Changes in Net Assets

for the ASRS Plan and System retirement
programs, detailed information about addi-
tions and deductions, administrative expenses

incurred by the ASRS administered funds,

and professional consultant fees and investment
income and expenses by manager. The ASRS
Plan, a defined benefit plan, and the System, a
defined contribution plan, are separate compo-
nents administered within the same pension plan.

Financial Analysis of the
ASRS Funds

The ASRS administers retirement, health and long
term disability benefits for teachers and state, county
and other public municipal employees. ASRS ben-
efits are funded by member and employer contribu-
tions and by earnings on investments. The ASRS has
three funds, Retirement, Health Benefit Supplement
(HBS) and Long Term Disability (LTD), to which
the contributions are distributed according to actuari-
ally determined contribution rates.

Plan Net Assets. The total ASRS net assets held in
trust for benefits at June 30, 2008 were $26.1 bil-
lion, a 8.5 percent decrease from $28.5 billion at June
30,2007. The decrease in net assets is primarily due
to negative returns in the global securities markets
during the fiscal year. 'The retirement fund net assets
were $24.7 billion compared to $27.1 billion last year,
a 8.7 percent decrease. The HBS fund net assets were
$1.1 billion at year end compared to $1.2 billion in
FYE 2007, a 6.4 percent decrease. 'The LTD fund
net assets were $245.2 million at year end compared
to $243.0 million last year, a 0.7 percent increase.

Net investments totaled $26.0 billion at FYE 2008
compared to $28.3 billion at FYE 2007. The 8.1 per-
cent decrease was primarily due to negative returns in
the global securities markets. Cash, receivables and
prepaids of $2.2 billion reflect a 4.2 percent decrease
compared to last year’s $2.3 billion and is primar-

ily due to a decrease in prepaid benefits. Liabilities
of $6.7 billion represents an increase of 4.9 percent
compared to $6.4 billion last year. This is due to an
increase in forward contracts payable.
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Management’s Discussion and Analysis

Changes in Net Assets. For the 2008 fiscal year,
employer and member contributions totaled $1.8
billion, a 11.5 percent increase over the 2007 fiscal
year contributions of $1.6 billion. This is primarily
attributed to an increase in the contribution rate

effective July 1, 2007.
For FY 2008, the ASRS recognized net investment

losses of $2.1 billion which compares to net invest-
ment income of $4.3 billion in the previous year.
'This 148.8 percent decrease in investment income
is due to negative returns in the global equity mar-
kets during the fiscal year.

Deductions from the ASRS net assets held in trust
for benefits consist primarily of pension, disability,
health insurance and survivor benefits, member
refunds and administrative expenses. For the 2008
fiscal year, pension, disability, health insurance and

Net Assets - ASRS

survivor benefits totaled $1.9 billion, an increase

of 6.6 percent over the $1.8 billion paid during FY
2007. Pension payments totaled $1.8 billion in
FY 2008 compared to $1.6 billion in the previous
year. The 7.1 percent increase is explained by a 10.8
percent net increase in retirees. Refunds and trans-
ters to other plans totaled $281.6 million dollars in
2008, a 220 percent increase from the $88 million
paid out in 2007. The increase was due to a group
of employees which was transferred by joinder
agreement to another public employee retirement
system. For FY 2008, the cost of administering the
ASRS benefits totaled $33.2 million, a decrease

of 1.2 percent from the $33.6 million paid in FY
2007. 'This decrease is a result of a reduction in
programming costs related to I'T projects. The fol-
lowing tables show the principal ASRS net assets
and changes in net assets for fiscal years 2008 and

2007, in thousands of dollars:

Assets 2008 2007 Change %o Change
Cash, receivables and prepaids $2,202,266 $2,297,724 $(95,458) -4.2%
Investments at fair value 26,734,049 29,003,567 (2,269,518) -7.8
Security lending 3,794,246 3,543,247 250,999 7.1

Total assets 32,730,561 34,844,538 (2,113,977) -6.1
Liabilities

Payables for investments 2,885,971 2,825,294 60,677 2.1
Securities Lending 3,794,246 3,543,247 250,999 7.1
Total Liabilities 6,680,217 6,368,541 311,676 4.9
Total Net Assets $26,050,344 $28,475,997 $(2,425,653) -8.5%
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Change in Net Assets - ASRS

2008 2007 Change 2%b Change
ADDITIONS
Member contributions $ 904,984 $ 811,480 $ 93,504 11.5%
Employer contributions 905,680 811,535 94,145 11.6
Service credit purchase and transfers in 95,226 107,548 ( 12,322) -11.5
Investment and security lending income (1,854,805) 4,512,326 ( 6,367,131) -141.1
Investment and security lending expense ( 217,636) ( 201,808) ( 15,828) 7.8
Total additions ( 166,551) 6,041,081 ( 6,207,632) -102.8
DEDUCTIONS
Benefits 1,921,635 1,803,275 118,360 6.6
Survivor benefits 22,648 21,590 1,058 4.9
Refunds and transfers 281,563 88,027 193,536 219.9
Administration and other 33,256 37,586 ( 4,330) -11.5
Total deductions 2,259,102 1,950,478 308,624 15.8
NET CHANGE (2,425,653) 4,090,603 ( 6,516,256) -159.3
Net assets beginning of year 28,475,997 24,385,394 4,090,603 16.8
Net assets end of year $26,050,344 $28,475,997  $(2,425,653) -8.5%
Net Assets by Fund - June 30, 2008
Retirement
$24,717,187
95%
- B ) T
' @HBS
@mLTD

LTD
$245,171
1% HBS
$1,087,986
4%

ORetirement
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Funded Status. Actuarial valuations of the ASRS
assets and benefit obligations for the retirement
and health benefit supplement funds combined
are performed annually. The most recent actuarial
valuation available is as of June 30, 2007.

At June 30,2007 the total funded status of the
ASRS retirement and health benefit supplement
tunds decreased to 82.8 percent from 83.7 percent
at FYE 2006. At FYE 2007 ASRS actuarial liabili-
ties exceeded actuarial assets for the retirement and
health benefit supplement funds by $5.5 billion.
'This compares to an excess of actuarial liabilities
over actuarial assets of $4.8 billion at FYE 2006.
'This decrease in funded status is related primarily
to recognition of investment losses in fiscal years
2002 and 2003 and to a change in actuarial as-

sumptions.

Investments. During the FY 2008, the ASRS
funds remained broadly diversified with invest-
ments in domestic and international equities, do-
mestic fixed income, real estate and cash equivalent
securities. According to statutory restrictions, no
more than 80 percent of the fund may be allocated
to domestic and international equity securities, and
no more than 30 percent of the fund may be al-
located solely to international equity securities.

'The Retirement and HBS funds are combined in
commingled investment pools. Investments for
each fund are allocated daily via a constant dollar
unitization methodology. Realized and unreal-
ized gains are allocated monthly using the same
methodology. The LTD investments are held in a

separate fund.

At June 30, 2008, the ASRS held total investments
of $26.0 billion, a decrease of $2.3 billion from FY
2007. 'The decrease in total investments is primar-
ily due to negative conditions in the global securi-
ties markets. The combined investment portfolio
experienced a return of -7.6 percent compared to
the Interim Total Fund Benchmark return of -5.6
percent. The ASRS underperformance is largely

related to international equity selections, fixed

income underweight, international equity small cap
strategic allocation, the real estate J-Curve effect
and investment in REITS.

At June 30,2008, the ASRS held $13.1 billion in
domestic equities and $4.4 billion in international
equities, a decrease of 17.6 percent in domestic eq-
uities and an 19.7 percent increase in international
equities from FY 2007. Market performance ac-
counts for the changes in values. The FY 2008 rate
of return for ASRS domestic equities was -12.6
percent compared to 19.8 percent in FY 2007 re-
flecting negative conditions in the domestic equity
markets. The ASRS domestic equities benchmark,
comprised of a custom combination of S&P 400,
S&P 500 and the S&P 600, had a return of -12.6
percent for FY 2008.

'The FY 2008 rate of return for ASRS interna-
tional equities was -10.9 percent compared to 27.9
percent in FY 2007, reflecting negative conditions
in the international equity markets. The ASRS
international equities benchmark, MSCI ACWI
EX-US, had a rate of return of -6.2 percent for
FY 2008. The benchmarks for both domestic and
international equities are representative of the
returns that could be expected in a similar invest-
ing environment. The ASRS underperformed in
international equities largely as a result of the stock
selections of its external portfolio managers.

At June 30,2008, the ASRS held $6.8 billion in
domestic fixed income securities, an increase of
$500 million from FY 2007. Market performance
accounts for the change in values. The rate of
return was 6.6 percent compared to 6.1 percent in
the previous year, reflecting an increase in perfor-
mance in the fixed income markets. The ASRS
domestic fixed income benchmark, the Lehman
Aggregate, had a rate of return of 7.1 percent for
FY 2008. This benchmark is representative of the
returns that could be expected in a similar investing
environment. ASRS under performance can largely
be attributed to having less exposure to Treasuries
which were the strongest performing sector.
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At June 30,2008, the ASRS held $513.9 million
in real estate assets, an increase of $258.5 million
(after reclassification of 2007 real estate values to
conform with the 2008 real estate presentation)
trom FY 2007. 'The rate of return was -9.3 percent
compared to a 19.7% return in FY 2007, a 29%
decrease. 'The ASRS real estate benchmark, the
NCREIF Property Index (NPI) +100bps, had a
rate of return of 14.6 percent for FY 2008. 'This
benchmark is representative of the returns that
could be expected in a similar investing environ-
ment. The ASRS underperformed in real estate
largely due to the fact that its real estate program
is relatively young and has a significant allocation
to REITS which are value daily and therefore are
more indicative of underlying valuations. Large
initial capital commitments and up front fees
negatively impact short term comparison to the
benchmark.

'The ASRS earns additional investment income
by lending investment securities to brokers. This
is done on a pooled basis by our custodial bank,

Mellon Trust. The brokers provide collateral and

generally use the borrowed securities to cover short
sales and failed trades. Security lending income for

FY 2008 was $22.8 million compared to $6.9 mil-
lion for FY 2007.The 231.9% increase in security
lending income is a result of larger demand for
asset borrowing and increased spreads.

Current Market Conditions

World markets continue to experience large daily
fluctuations due to worldwide capital market and
economic uncertainty. Between June 30,2008

and November 18,2008, ASRS investments have
declined by approximately 26%. A sustained loss of
that magnitude will have the affect of reducing the
July 1,2009 actuarially determined funded status
of the ASRS retirement and health benefit supple-
ment funds and significantly reducing the market
value funded status of the retirement and health
benefit supplement funds for the same period. In
addition, the combined pension and health insur-
ance contribution rates would steadily increase for
tuture years beginning July 1, 2010 unless future
returns offset the fiscal year 2009 year-to-date
returns. In order to mitigate losses, ASRS internal
staff and its Global Tactical Asset Allocation man-
agers are reviewing investments under their man-
agement (approximately 43% of the ASRS Total
Fund) and rebalancing as appropriate.

Additional information is available upon request.
Please direct your request to the ASRS Financial
Services Division, 3300 North Central Ave.,
Phoenix, AZ 85012.
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Combined Statement of Plan Net Assets
June 30, 2008 with Comparative Totals for 2007

(Dollars in Thousands)

ASSETS:
Cash (Note 3)

Prepaid benefits

RECEIVABLES:

Accrued interest & dividends
Securities sold (Note 3)
Forward contracts (Note 5)
Contributions (Note 7)

Due from other funds

Other

Total receivables

INVESTMENTS AT FAIR VALUE (Note 3)

Temporary investments

Temporary investments from securities

lending collateral (Note 4)
U. S. government obligations
Corporate bonds
Common and preferred stocks
Real estate
Private equity
Opportunistic investments
Total investments
TOTAL ASSETS
LIABILITIES:

Payable for securities purchased
(Note 3)

Payable for securities lending
collateral (Note 4)

Forward contracts payable (Note 5)
Due to Other funds
Other

Total liabilities

NET ASSETS HELD IN TRUST FOR
PENSION/OPEB BENEFITS:

Health
Benefit Long-Term
Supplement Disability
Retirement Fund Fund Combined

Fund (Note 8) (Note 8) 2008 2007
$23,304 $2,430 $7,061 $32,795 $23,709
- - - - 129,917
70,089 3,077 - 73,166 58,741
413,991 18,177 - 432,168 692,310
1,532,416 67,283 - 1,599,699 1,343,784
49,956 3,076 2,910 55,942 39,965
- - - - 1,917
5,966 170 2,360 8,496 7,381
2,072,418 91,783 5,270 2,169,471 2,144,098
1,574,989 63,786 3,003 1,641,778 2,598,595
3,634,660 159,586 - 3,794,246 3,543,247
4,176,962 180,597 34,448 4,392,007 4,066,661
2,339,164 101,810 25,102 2,466,076 2,176,544
16,606,103 737,950 170,509 17,514,562 19,906,426
492,432 21,429 - 513,861 255,341
123,817 5,522 - 129,339 -
73,239 3,187 - 76,426 -
29,021,366 1,273,867 233,062 30,528,295 32,546,814
31,117,088 1,368,080 245,393 32,730,561 34,844,538
1,193,051 52,383 - 1,245,434 1,449,060
3,634,660 159,586 - 3,794,246 3,543,247
1,540,759 67,650 - 1,608,409 1,347,884
- - - - 1,917
31,431 475 222 32,128 26,433
6,399,901 280,094 222 6,680,217 6,368,541
$24,717,187 $1,087,986 $245,171 $26,050,344  $28,475,997

(A Schedule of Funding Progress is presented on page 50)
The accompanying notes are an integral part of these statements.

30



F oz

727 a n c i a /

S e c ti o n

Basic Financial Statements

Combined Statement of Changes in Plan Net Assets
For the Year Ended June 30, 2008 with Comparative Totals for 2007

(Dollars in Thousands) Health Benefit Lglr;%—g;ﬁ;;n
Retirement Supplement Fund Fund Combined
Fund (Note 8) (Note 8) 2008 2007
ADDITIONS (REDUCTIONS)
Contributions:
Member contributions (Note 7) $857,813 $- $47,171 $904,984 $811,480
Employer contributions (Note 7) 759,482 99,027 47,171 905,680 811,535
Transfers from other plans 5,196 - - 5,196 9,685
Member reimbursements 90,030 - - 90,030 97,863
Total Contributions 1,712,521 99,027 94,342 1,905,890 1,730,563
Income (Loss) from investment activities:
Net appreciation (depreciation)
in fair value (2,511,535) (112,026) (22,339) (2,645,900) 3,704,316
Interest 254,353 11,339 122 265,814 303,150
Dividends 313,367 13,978 9 327,354 272,782
Real estate 22,769 1,016 - 23,785 75,344
Private equity 2,849 129 - 2,978 -
Other 11,070 515 585 12,170 7,954
Total income (loss) from investment activities (1,907,127) (85,049) (21,623) (2,013,799) 4,363,546
Less investment activity expenses:
Management fees and monitoring
services (publically traded) 48,212 2,151 - 50,363 44,380
Real estate expense 22,702 1,013 - 23,715 15,511
Private equity expense 7,022 319 - 7,341 -
Total investment activity expenses 77,936 3,483 - 81,419 59,891
Net income (loss) from investment activities  (1,985,063) (88,532) (21,623) (2,095,218) 4,303,655
From securities lending activities (Note 4):
Security loan program 152,205 6,789 - 158,994 148,780
Security loan interest expense 130,401 5,816 - 136,217 141,917
Net income from securities lending activities 21,804 973 - 22,777 6,863
Total net investment income (loss) (1,963,259) (87,559) (21,623) (2,072,441) 4,310,518
TOTAL ADDITIONS (REDUCTIONS) (250,738) 11,468 72,719 (166,551) 6,041,081
DEDUCTIONS
Retirement and disability benefits 1,768,219 85,132 68,284 1,921,635 1,803,275
Survivor benefits 22,648 - - 22,648 21,590
Refunds to withdrawing members,
including interest 104,387 - - 104,387 77,910
Administrative expenses 29,195 1,282 2,750 33,227 33,662
Transfers to other plans 177,176 - - 177,176 10,117
Other 8 21 - 29 3,924
TOTAL DEDUCTIONS 2,101,633 86,435 71,034 2,259,102 1,950,478
NET INCREASE (DECREASE) (2,352,371) (74,967) 1,685 (2,425,653) 4,090,603
NET ASSETS HELD IN TRUST FOR PENSION/OPEB BENEFITS:
Beginning of year 27,069,558 1,162,953 243,486 28,475,997 24,385,394
End of year $24,717,187 $1,087,986 $245,171 $26,050,344 $28,475,997

The accompanying notes are an integral part of these statements.
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1. Description of the System

Organization — The Arizona State Retirement
System (ASRS) is a component unit of the State
of Arizona. The ASRS is a cost-sharing, multiple-
employer, defined benefit pension plan established
by the State of Arizona to provide pension benefits
for employees of the State and employees of par-
ticipating political subdivisions and school districts.
'The ASRS is administered in accordance with Title
38, Chapter 5 of the Arizona Revised Statutes
(A.R.S)).

The ASRS administers the Arizona State Retire-
ment System (the System, a defined contribution
plan) and the Arizona State Retirement Plan (the
Plan, a defined benefit plan). The System and Plan
are separate components of the same pension plan.
The System was established by the Arizona Leg-
islature in 1953 to provide retirement and other
benefits for state employees and teachers, together
with employees of political subdivisions that elected
coverage. In 1943, the Legislature had established
the Arizona Teachers’ Retirement System (the
Teachers’ System) to provide benefits for teachers.
After the establishment of the ASRS, teachers who
were, or later became, eligible through employment
to be covered by the ASRS were transferred to the
System. The Teachers’ System then became inac-
tive, except for continuation of retirement benefits

already being paid and obligations to teacher mem-
bers who did not become eligible for the ASRS.

'The Plan, enacted by the Legislature in 1970, be-
came effective July 1,1971. Effective July 1, 1981,
all non-retired members of the System became

members of the Plan as prescribed by Laws of
1980, Chapter 238.

A.R.S.38-783 and A.R.S. 38-797 require sepa-
rate accounts be established for health insurance

premium benefits and long-term disability benefits,
respectively. Effective July 1, 1995, the ASRS has
established an account for each benefit program
and has reported those funds in the basic financial
statements. Both the Health Benefit Supplement
Fund (HBS) and the Long-Term Disability Fund
(LTD) are benefit cost-sharing, multiple-employer
post-employment benefit plans. Although the as-
sets of the HBS Fund are commingled with assets
of the Retirement Fund, each plan’s assets may be
used only for the payment of benefits to the mem-
bers of that plan, in accordance with the terms of

the plan.

Reporting Entity — The financial statements of
the ASRS include the financial activities of all
the above funds. The ASRS Retirement Board of
Trustees (the Board), appointed by the governor
and confirmed by the Arizona State Senate, over-

sees the ASRS.

Contributions — Participating employers and their
employees contribute percentages of employees’
salaries for retirement annuities, survivor annui-
ties, health insurance supplements and long term
disability in accordance with Arizona Revised
Statutes. Employee contributions are excluded
from gross income for federal and state income tax
purposes. Employers collect contributions from
the employees, add their matching share and remit
the total amounts to the Plan.

State statutes allow the purchase of eligible service
credit for which no benefit could be paid by an-
other qualified plan. Purchasable services include
military service, leave of absence, previously for-
teited service under ASRS and other public service
employment.
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At June 30,2008 and June 30, 2007, the number of participating employers and employees totaled:

EMPLOYER UNITS:
School Districts
Charter Schools
Cities and Towns
Counties
Special Districts
Community College Districts
Universities
State Government

TOTAL

EMPLOYEE MEMBERS:
Retirees (including Beneficiaries)
Non Active Fully Vested

Long-Term Disability recipients

CURRENT EMPLOYEES:
Active

TOTAL

2008 2007
235 235

159 172

77 76

15 15

86 85

10 10

3 3

1 1

586> 597
92,673 83,603
223,497 209,667
4,957 4,976
227,730 224,766
548,857 523,012

* The 586 Employer Reporting Units represent 734 total employers. Of the retirees and LTD recipients noted above,

55,908 are receiving health insurance premium benefits.

Costs of administering the funds are financed
through contributions, state appropriations and
investment earnings of the funds.

Benefits — The Plan provides benefits under for-
mulas and provisions described in Arizona state
law. Benefits and administrative expenses are paid
from funds contributed by members and employers
and from earnings on the invested funds. The Plan
provides for retirement, disability, health insur-
ance premium supplemental benefits, and survivor
benefits.

Retirement benefits are calculated on the basis of

age, average monthly compensation, and service
credit, which is established on a fiscal year basis
(July 1 to June 30). Members are eligible for full
retirement benefits on (a) their 65th birthday, (b)
their 62nd birthday and completion of at least 10
years of credited service, or (¢) the first day that the
sum of their age plus total credited service equals
80. The benefit is based on a percentage of aver-
age monthly compensation multiplied by the years
of service credit. Persons who attain age 50 with at
least five years of total credited service may take an
early retirement, but the amount of their retirement
benefit is actuarially reduced.
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The percentage of average monthly compensation
varies with years of service credit according to the
following schedule:

¢ 0-19.99 years — 2.1 percent

* 20-24.99 years — 2.15 percent

* 25-29.99 years — 2.2 percent

* 30 or more years of service - 2.3 percent

Average monthly compensation is defined as the
period of 36 consecutive months during which

a participant receives the highest compensation
within the last 120 months of service during which
the employee made retirement contributions as re-
quired by law. The compensation does not include
lump sum payments on termination of employment
for accumulated vacation or annual leave, sick leave,
compensatory time or any other form of termina-
tion pay. Members who began participation in the
Plan prior to January 1, 1984, may choose to have
average monthly compensation determined based
upon the period of 60 consecutive months dur-

ing which the member receives the highest com-
pensation within the last 120 months of service,
including lump sum payments as described above.
Persons who attain age 50 with at least five years

of total credited service may take an early retire-
ment, but the amount of their retirement benefit is
actuarially reduced.

Effective July 1, 1988, members of the ASRS are
eligible for a Long Term Disability (UT'D) benefit
in the event they become unable to perform their
work. The monthly benefit is equal to two-thirds
of their monthly earnings. Participants continue

to earn service credit up to their normal retirement
dates. Members with LTD commencement dates
after June 30, 1999 are limited to 30 years of service
or the service on record as of the eftective disability
date if their service is higher than 30 years.

'The Retiree Group Insurance Program offers
health insurance coverage for retired and disabled
members who are no longer covered by insurance

administered by their former member employers.
Commencing January 1, 1989, retired and disabled
members of ASRS became eligible for the Health
Insurance Premium Supplement Benefit Program.
A detailed explanation of both programs is pre-
sented in the additional benefits section (Note 8).

Termination — Upon termination of employ-ment,
members can elect to receive all of their contribu-
tions made to the Plan, plus accrued interest at

4 percent. Members can receive a percentage of
employer contribu-tions to the plan based on years
of service as follows:

*  5t0 5.9 years of service - 25 percent of
employer contributions

*  6to 6.9 years of service - 40 percent of
employer contributions

* 7to 7.9 years of service - 55 percent of
employer contributions

* 8 to 8.9 years of service - 70 percent of
employer contributions

* 910 9.9 years of service - 85 percent of
employer contributions

* 10 or more years of service -100
percent of employer contributions

Withdrawal of such accumulated contributions
results in forfeiture of the member’s accrued
benefits in the Plan; however, state law provides
for reinstatement of a member’s forfeited service
upon repayment of the accumulated contributions
plus interest if a former member returns to covered
service.
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2. Summary of Significant
Accounting Policies

Basis of Accounting — The financial statements

are prepared using the accrual basis of account-

ing under which expenses are recorded when the
liability is incurred and revenues are recorded in
the accounting period in which they are earned and
become measurable. Employee contributions are
recognized in the period in which contributions are
due. Employer contributions are recognized when
due and the employer has made a formal commit-
ment to provide the contributions. Contributions
from employees and employers for service through
June 30 are accrued. These contributions are con-
sidered to be fully collectible and, accordingly, no
allowance for uncollectible receivables is reflected
in the financial statements.

Benefit and refund payments are recognized when
due and payable in accordance with the terms of
the retirement health benefit supplement and long-
term disability plan.

Investment income derived from publically traded
investments is recognized when earned investment
and other expenditures are recorded when incurred.
Investment income and expenses derived from pri-
vate investments is recognized on a quarterly lag .

Investments — Investments include U.S. govern-
ment and government agency obligations, real
estate, corporate bonds, and equity obligations,
derivatives, real estate partnerships, private equity
and opportunistic investments.

Publically traded investments are reported at fair
values determined by the custodial agents. The
agent’s’ determination of fair values includes,
among other things, using pricing services or prices
quoted by independent brokers at current exchange
rates. 'The ASRS invests in two types of derivatives,
currency forward contracts and futures contracts.
'The fair value of currency forward contracts is
determined by interpolating the spot rate and the

forward rates based upon number of days to matu-
rity. 'The interpolated rate is used to determine the
unrealized gain/loss at the valuation date. 'The fair
value of futures contracts is determined by calculat-
ing the difference between the closing Bloomberg
market price on valuation date and the original fu-
tures trade price. Futures are settled daily. The fair
value of real estate investments directly owned by
the ASRS are based on independent apraisals. Real
Estate, Private Equity and Opportunistic partner-
ship investments are valued based on the partner-
ships financial statements and cash flows.

Short-term investments are reported at cost plus
accrued interest, which approximates fair value.

For investments where no readily ascertainable fair
value exists, management, in consultation with their
investment advisors, has determined the fair values
for the individual investments based on anticipated
maturity dates and current interest rates commen-
surate with the investment’s degree of risk.

Security transactions and any resulting gains or
losses are accounted for on a trade date basis.

Net investment income (loss) includes net appre-
ciation (depreciation) in the fair value of invest-
ments, interest income, dividend income, income
from Real Estate and Private Partnerships and
total investment expense, which includes invest-
ment management and custodial fees and all other
significant investment related costs.

There are certain market risks, credit risks, liquid-
ity risks, foreign currency exchange risks, and

event risks which may subject ASRS to economic
changes occurring in certain industries, sectors, or

geographies.

HBS and retirement investments are pooled.
Investments for each fund are allocated daily via a
constant dollar unitization methodology. Realized
and unrealized gains are allocated monthly using
the same methodology.
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Capital Assets — The ASRS does not record prop-
erty and equipment (principally office furniture
and fixtures) as assets, but includes the cost of such
items in administrative expenditures in the year
purchased due to the insignificant total cost.

Federal Income Tax Status — During the year
ended June 30, 2008, the ASRS qualified under
Section 401(a) of the Internal Revenue Code
(IRC) and was exempt from federal income taxes

under Section 501(a) of the IRC.

Actuarial Valuation — The information included in
the required supplemental schedules is based on the
actuarial valuations performed as of June 30, 2007,
which is the latest available information. Signifi-
cant actuarial assumptions used in the valuations
are included in the notes to the required supple-
mental schedules.

Use of Estimates — The preparation of financial
statements in conformity with accounting prin-
ciples generally accepted in the United States of
America requires management to make estimates
and assumptions that affect the reported amounts
of assets and liabilities and changes therein, dis-
closure of contingent assets and liabilities at the
date of the financial statements and the reported
amounts of revenues and expenses during the
reporting period. Actual results could differ from
those estimates.

Comparative Data — The accompanying financial
statements include certain prior-year summarized
comparative information in total but not by fund.
Such information should be read in conjunction
with the ASRS’ financial statements for the year
ended June 30,2007, from which the summarized
information was derived. Certain 2007 real estate
investment, income and expense amounts have
been reclassified to conform to the 2008 presenta-
tion.

New Accounting Pronouncements — The ASRS
implemented GASB Statement No. 50, Pension
Disclosures, for the year ended June 30, 2008.
GASB Statement No. 50 requires pension plans
and employers to change disclosures so the fi-
nancial reporting is more closely aligned with the
financial requirements for other postemployment
benefits.

3. Cash And Investments

Cash — Cash deposits are subject to custodial risk.
Custodial risk is the risk that in the event of a bank
failure, ASRS’s deposits may not be returned to it.
Arizona state statutes do not require ASRS depos-
its to be covered by collateralized. The board has
not adopted a more restrictive policy. The FDIC
insures ASRS cash deposits up to $100,000 per
member based on the ratio of the member’s account
balance to the ASRS net assets.

Investments — Investments are subject to a number
of risks including custodial credit risk, concentra-
tion of credit risk, credit quality risk, interest rate
risk and foreign currency risk. Statutes enacted by
the Arizona State Legislature (the Statutes) autho-
rize the ASRS to make investments in accordance
with the “Prudent Person” rule. Section 38-719 (B)
of the Arizona Revised Statutes interprets the rule
to be that investment management shall discharge
the duties of their position with the care, skill,
prudence and diligence, under the circumstances
then prevailing, that a prudent person acting in
enterprise of a like character and with like aims as
that of the system, subject to certain statutory limi-
tations and restrictions. Within this broad frame-
work, the ASRS has chosen to invest in short-term
securities, obligations of the U.S. government or
agencies of the U.S. government, corporate bonds,
common and preferred stocks (domestic and for-
eign), mortgages, and real estate, private equity and
opportunistic investments.
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'The Statutes place the following restrictions on the
ASRS’ investment fund portfolio:

1. No more than 80 percent of the ASRS’ total
assets may be invested at any given time in
corporate stocks or equity equivalents, based on
cost value of the stocks or equity equivalents
irrespective of capital appreciation.

2. No more than 5 percent of the ASRS’ assets
may be invested in securities issued by any one
institution, agency or corporation, other than
securities issued as direct obligations of or fully
guaranteed by the U.S. government or mort-
gage backed securities and agency debentures

issued by federal agencies.

3. No more than 5 percent of the voting stock of
any one corporation may be owned.

4. No more than 30 percent of the ASRS’ assets
may be invested in foreign equity securities,
and those investments shall be made only by
investment managers with demonstrated exper-
tise in such investments.

5. No more than 10 percent of the ASRS’ assets
may be invested in bonds or other evidences of
indebtedness of those multinational develop-
ment banks in which the United States is a
member nation, including the International
Bank for Reconstruction and Development, the
African Development Bank, the Asian Devel-
opment Bank, and the Inter-American Devel-
opment Bank.

6. No more than 1 percent of ASRS assets may
be invested in economic develop~ment projects
authorized as eligible for such investment by
the Arizona State Department of Commerce.

'The Board has not formally adopted more restric-
tive policies for the various types of risks. The
Management of ASRS believes it has complied
with the above guidelines. Management does
expect the money managers to abide by contract re-
quirements much more restrictive than the statute.

Due to the flow of securities to and from transfer
agents and the security lending program, securi-
ties occasionally cannot be delivered for a sale

or received for a purchase, resulting in a “failed”
transaction. Securities with trade dates in June
and settlement dates in July result in “outstanding”
transactions. Since these securities have contractu-
ally changed ownership, receivables and payables
result from these transactions. Such transactions
resulted in a receivable for securities sold of $432
million and a payable for securities purchased of

$1.25 billion at June 30, 2008.

Custodial Credit Risk: For an investment, custo-
dial credit risk is the risk that, in the event of a fail-
ure of a counter party, the ASRS will not be able to
recover the value of its investment or the collateral
securities that are in the possession of an outside
party. All securities are registered in the name of
the ASRS including loaned securities.

Concentration of Credit Risk: Concentration of
credit risk is the risk of substantial loss if invest-
ments are concentrated in one issuer. Arizona state
statute requires that no more than 5 percent of the
assets can be invested in one issuer, except for the
US government and its agencies. The Board has
not adopted a more restrictive policy. No invest-
ments, other than short term mutual funds, account
for 5 percent or more of their the ASRS assets.
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'The following table shows the investments by investment type:

INVESTMENTS
at June 30, 2008
(Dollars in Thousands)

Investment
Temporary Investments including US TB’s
Foreign Bonds including Temporary Investments

Total Temporary Investments

Corporate Bonds

Domestic Common and Preferred Stock
Foreign Common and Preferred Stock

Total Common and Preferred Stock

US Government Obligations
US Agency Obligations

Total US Government Obligations

Real Estate Mortgages & Contracts
Private Equity Investments

Opportunistic Investments

U. S. Government Obligations

U. S. Agency Obligations

Corporate Obligations — Domestic
Preferred and Common Stock- Domestic
Preferred and Common Stock —Foreign

Total Securities Lending Obligations

TOTAL INVESTMENTS AT FAIR VALUE

Short Term Investment Receivables

Short Term Investment Payables

INVESTMENTS AT FAIR VALUE - NET

Retirement LTD 2008
HBS Fair Value
$1,633,105 $3,003 $1,636,108
5,670 - 5,670
1,638,775 3,003 1,641,778
2,440,974 25,102 2,466,076
12,943,685 170,509 13,114,194
4,400,368 - 4,400,368
17,344,053 170,509 17,514,562
3,255,754 34,448 3,290,202
1,101,805 - 1,101,805
4,357,559 34,448 4,392,007
513,861 - 513,861
129,339 - 129,339
76,426 - 76,426
332,158 - 332,158
192,113 - 192,113
40,696 - 40,696
2,776,184 - 2,776,184
453,095 - 453,095
3,794,246 - 3,794,246
30,295,233 233,062 30,528,295
2,108,961 - 2,108,961
6,659,158 - 6,659,158
$25,745,036 $233,062 $25,978,098
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Credit Quality Risk: Credit quality risk is the
risk that the issuer will not fulfill its obligations

to the purchaser of its debt instruments. Arizona
state statutes are not specific as to the credit rat-
ings of the investments of the ASRS. The statutes

Financial Statements

require the Prudent Person Rule. The Board has
not adopted a formal policy on credit ratings. The
present management policy is to set standards for
each portfolio manager based on an assessment of
their expertise.

'The following table presents the fixed income investments at June 30, 2008 categorized to give an indication

of the level of risk assumed by ASRS:

DEBT SECURITIES

CREDIT QUALITY RISK (FIXED INCOME SECURITIES)

At June 30, 2008
(Dollars in Thousands)

Not

Investment Fair Value AAA AA A BBB BB B Rated
Asset Backed Securities $ 154,132 $ 139,545 $ 3575 $ 9,380 $ 1,007 $ 3% 613 $ -
Commercial Mortgage

Backed Securities 423,709 414,042 1,499 1,122 - - 7,046 -
Corporate Bonds 1,692,490 211,140 284,859 613,134 246,768 14,999 313,619 7,971
Non-Government Backed

CMO’s 195,745 195,547 109 46 4 - - 39
Total Corporate Bonds 2,466,076 960,274 290,042 623,691 247,779 15,002 321,278 8,010
Government Agencies 963,399 897,174 30,299 19,532 1,168 1,309 13,715 202
Government Agencies CMO 138,406 138,385 21 - - - - -
Government Bonds 1,118,674 1,110,108 681 1,277 40 - - 6,568
Government Mortgage Backed 2,171,528 2,171,405 - - - - - 123

Total Government Bonds 4,392,007 4,317,072

31,001 20,809 1,208 1,309 13,715 6,893

Total Debt Securities $6,858,083 $5,277,346

$321,043 $644,500 $248,987 $16,311 $334,993 $14,903
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Interest Rate Risk: Interest rate risk is the risk identify and manage its interest rate risk. Effective
that debt securities will lose value due to rising duration measures the expected change in value of a
interest rates. Arizona state statutes are silent fixed income security for a given change in interest
regarding interest rate risk. The Board has not rate. The method takes into account the likely tim-
adopted a specific formal policy for the interest rate ing and amounts of variable cash flows for bonds
risk. It does set more restrictive requirements in with call options and prepayment provisions.

its contracts with money managers. The Arizona
State Retirement System uses effective duration to

'The following table shows the effective duration by investment type:

Interest Rate Risk
at June 30, 2008
(Dollars in Thousands)

INVESTMENT FAIR VALUE EFFECTIVE DURATION
(in years)

Domestic Fixed Income Investments

Asset Backed Securities $154,132 3.1
Commercial Mortgage Backed Securities 423,709 3.9
Corporate Bonds 1,692,490 3.8
Non-Government Backed CMQO’s 195,745 2.7
Total Corporate Bonds 2,466,076
Government Agencies 963,399 3.9
Government Agencies CMO 138,406 3.9
Government Bonds 1,118,674 3.0
Government Mortgage Backed 2,171,528 3.6
Total Government Bonds 4,392,007

Total Debt Securities $6,858,083

40



F 72 72 a n c i al S e c ti o n

Notes to the Basic Financial Statements

Foreign Currency Risk: Foreign currency risk is
the risk that changes in the foreign exchange rate
will adversely impact the fair value of an invest-
ment. The ASRS is allowed to invest part of its as-
sets in foreign investments. According to Arizona
state statutes, no more than 30 percent of ASRS
assets may be invested in foreign equity securities

and the investments must be made by investment
managers with expertise in those investments. The
Board has not adopted a formal policy that is more
restrictive. Management does have certain policies
in the contracts with the money managers permit-
ted to invest in foreign denominated securities.

The following table shows the System’s exposure to foreign currency risk (U.S. dollars):

Foreign Currency Risk

At June 30, 2008
(Dollars in Thousands)

Temporary Private

Currency Type Investments Fixed Income Equities Real Estate Equity Total

Australian Dollar $2,815 $- $98,308 $- $- $101,123
British Pound Sterling (768) - 621,690 - - 620,922
Canadian Dollar (776) - 23,458 - - 22,682
Czech Koruna - - 6,018 - - 6,018
Danish Krone 30 - 36,505 - - 36,535
Euro Currency Unit 3,105 3,039 1,145,797 - 4,084 1,156,025
Hong Kong Dollar (1,010) - 62,714 32 - 61,736
Japanese Yen 11,083 - 815,235 - - 826,318
Malaysian Ringit - - 622 - - 622
New Mexican Peso - - 5,067 - - 5,067
New Taiwan Dollar - - 16,003 - - 16,003
New Zealand Dollar 314 2,884 10,860 - - 14,058
Norwegian Krone 91 - 23,373 - - 23,464
South African Comm Rand - - 13,050 - - 13,050
Singapore Dollar 131 - 47,807 - - 47,938
South Korean Won - - 24,664 - - 24,664
Swedish Krona 36 - 47,407 - - 47,443
Swiss Franc 700 - 320,785 - - 321,484
Thailand Baht - - 1,233 - - 1,233
Total $15,751 $5,923 $3,320,596 $32 $4,084 $3,346,386

41



2008 Comprehbensive

Annwual Financial Reports

Notes to the Basic Financial Statements

4. Securities Lending Program

Arizona Revised Statutes Section 38-715(D)(3)
allows the ASRS to participate in a securities lend-
ing program. The ASRS’ custodial bank enters
into agreements with counterparts to loan securi-
ties and have the same securities redelivered at a
later date. All securities are eligible for loan (U.S
fixed income securities, U.S equities, international
equities) with a higher percentage of U.S. Treasur-
ies on loan than most other security types. The
ASRS currently receives as collateral at least 102
percent of the market value of the loaned securi-
ties and maintains collateral at no less than 100
percent for the duration of the loan. At year-end,
the ASRS had no credit risk exposure to borrowers
because the amount the ASRS owes the borrowers
exceeds the amount the borrowers owe the ASRS.
Securities loaned are initially fully collateralized by
cash (USD and Euro), irrevocable letters of credit,
U.S. Government or Agency securities, or sover-
eign debt. Initial cash collateral may be reinvested
(under certain constraints) in:

a) instruments issued or fully guaranteed by the
U.S. Government, Federal agencies, or sponsored
agencies or sponsored corporations,

b) instruments issued by domestic corporations
including corporate notes and floating rate notes,

c) obligations of approved domestic and foreign
banks,

d) U.S. dollar-denominated instruments issued by
sovereigns, sovereign supported credits, and instru-
ments of foreign banks and corporations,

e) yankee securities,

f) repurchase agreements,

g) insurance company funding agreements, guar-
anteed investment contracts and bank investment
contracts,

h) asset-backed securities,

i) money market mutual funds.

‘The ASRS records the cash collateral received and
the same amount as an obligation for securities

on loan. Any cash collateral received is invested

in short-term investments. The maturities of the
investments are closely matched to those of the
security loans to avoid interest rate exposure. The
ASRS receives a spread for its lending activities.
Investments made with cash collateral are classified
as an asset on the Statement of Plan Net Assets.

A corresponding liability is recorded as the ASRS
must return the cash collateral to the borrower
upon expiration of the loan. As of June 30, 2008,
the fair value of securities on loan was $4.6 billion.
'The associated fair value of the invested collateral
was $4.8 billion, of which $3.8 billion was invested
cash collateral. Securities lending payable at June
30,2008 was $3.8 billion. The ASRS does not have
the ability to pledge or sell the collateral unless
there is a borrower default. There are no restric-
tions on the dollar amount of security loans that
may be made by the ASRS. The ASRS is indemni-
fied against gross negligence and borrower default
by the lending agents. There were no defaults dur-
ing the current fiscal year.
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5. Derivatives

A derivative instrument is a financial instrument
or other contract with all three of the following
characteristics:

a)It has (1) one or more underlyings and (2) one

or more notional amounts or payment provisions
or both. Those terms determine the amount of the
settlement or settlements, and, in some case wheth-
er or not a settlement is required.

b)It requires no initial net investment or an ini-
tial net investment that is smaller than would be
required for other types of contracts that would be
expected to have a similar response to changes in
market factors.

c)Its terms require or permit net settlement, it can
readily be settled net by means outside the contract,
or it provides for delivery of an asset that puts the
recipient in a position not substantially difterent
from net settlement.

Generally, derivatives are subject to both market
risk and counterparty risk. The derivatives uti-
lized by ASRS managers typically have no greater
market risk than their physical counterparts, and in
many cases are offset by exposure elsewhere in the
portfolio. As of June 30,2008, the ASRS had $680
million in temporary investments held as collateral
for equity and fixed income derivatives which may
have a positive or negative notional value.

'The ASRS believes that it is unlikely that any of
the derivatives used by its managers could have a
material adverse effect on the financial conditions

of the ASRS.

6. Funding Status and Progress

Significant actuarial assumptions used in the June
30,2007 Actuarial Valuation for the Retirement
Plan and the Health Insurance Premium Benefit
Plans, the most recent actuarial valuation available,
include: a rate of return on investment of pres-
ent and future assets of 8 percent, compounded
annually, projected salary increases ranging from
4.5 percent to 9.5 percent per year, inflation rate
assumption of 4.25 percent, rates of disability, rates
of withdrawal, rates of retirement, mortality rates,
mortality rates after disability, valuation of assets
using fair value less ten-year phase-in (five-year
phase-in before FY 2002) of excess (shortfall),
investment income, projected unit-credit funding
method. The unfunded accrued liability is amor-
tized over a thirty-year rolling period.

Significant actuarial assumptions used in the June
30,2007 Actuarial Valuation for the Long-Term
disability Plan, the most recent actuarial valua-
tion available, are the same as those used in the
valuation of the Retirement Plan and the Health
Insurance Premium Benefit Plan. The Long-Term
Disability Plan valuation valuation uses the pro-
jected unit cost method of funding. Assets are
valued at market, less (or plus) an adjustment to
reflect investment gains (or losses) over a 10-year
period. The unfunded actuarial accrued liability
is amortized over a rolling 15 years in level dollar
payments.

All assumptions used in the actuarial valuations are
based on five year experience studies. The ASRS
Board approves all actuarial assumptions and meth-

ods.
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'The funded status of each plan as of the most recent actuarial valuation date is as follows (dollar amounts in

millions):
Actuarial (Overfunded) UAAL as a
Accrued Unfunded Percentage
Actuarial Actuarial Liability Actuarial of
Valuation Value of Projected Accrued Funded Covered Covered
Date Assets Unit-Credit Liability Ratio Payroll Payroll
30-Jun a b (b -a) (asb) c [(b-a)/c]
Retirement Plan
2007 $25,310 $30,390 $5,080 83.3% $9,162 55.4%
Health Insurance Premium Benefit
2007 $1,167 $1,605 $438 72.7% $9,162 4.8%
Long Term Disability Program
2007 $232 $604 $372 38.3% $9,162 4.1%

Actuarial valuations of an ongoing plan involve
estimates of the value of reported amounts and
assumptions about the probability of occurrence

of events far into the future. Examples include
assumptions about future employment and mortal-
ity. Actuarially determined amounts are subject to
continual revision as actual results are compared
with past expectations and new estimates are made
about the future.

'The schedules of funding progress, presented as
required supplementary information following the
notes to the financial statements, present multi-
year trend information about whether the actuarial
values of plan assets are increasing or decreasing
over time relative to the actuarial accrued liabilities
for benefits.

Schedules of employer contributions also presented
as required supplementary information following
the notes to the financial statements, present trend
information about the amounts contributed to the
plan by employers in comparison to the annual

required contribution (ARC). The ARC represents
a level of funding that, if paid on an ongoing basis,
is projected to cover normal cost for each year and
amortize any unfunded actuarial liabilities (or fund-
ing excess) over a thirty year rolling period for the
Retirement and HBS plans and over fifteen years
in level dollar payments for the LTD plan.

'The funding progress and the ARC have been
actuarially determined in accordance with the
parameters of GASB Statement 25 for the Retire-
ment Plan and GASB Statement 43 for the Health
Benefit Supplment and LTD Plans.

Projections of benefits for financial reporting pur-
poses are based on the substantive plan and include
the types of benefit costs between the employer and
plan members to that point. The actuarial methods
and assumptions used include techniques that are
designed to reduce the effects of short-term volatil-
ity in actuarial accrued liabilities and the actuarial
value of assets, consistent with the long-term per-
spective of the calculations.
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7. Contributions Required and
Contributions Made

The A.R.S. provides statutory authority for deter-
mining the employees’ and employers’ contribu-
tion amounts as a percentage of covered payrolls.
Employers are required to contribute at the same
total rate as employees. Employees’ contributions
are applied towards the Retirement Plan and LTD.
Employers’ contributions are applied towards the
Retirement Plan, Health Insurance Premium
Supplement Plan and the UT'D Plan. There is no
legal or contractual maximum contribution rate for
employees or employers. Legislation which became
law as of July 1, 2005 requires annual contribution
rate calculations for all fiscal years beginning after

FYE 2007. The actuarial assumptions used in this
measure are those adopted by the ASRS’ Board

in November 2003. The contribution rates for the
retirement, the health insurance premium supple-
ment and the long term disability plans were actu-
arially determined using the Projected Unit Credit
(PUC) funding method. Each employer and each
member contribute at a rate of one-half the percent
of pay needed to pay the normal cost of the Plan
and to amortize the unfunded actuarial accrued
liability over a rolling 30 year period for the retire-
ment plan and the health insurance supplement
plan. The long term disability plan uses a rolling 15
year period to reflect the shorter duration of LTD
benefits.

'The contribution rates for the years ended June 30, 2008 and 2007 were as follows:

For the contribution period
ending June 30, 2008
(2006 Valuation)

For the contribution period
ending June 30, 2007
(2004 Valuation)

Percent of Percent of
Amount Covered Payroll Amount Covered Payroll

Normal cost $ 1,061,185,947 12.78% $ 924,255,945 12.34%
Amortization of (over) under-funded

past service liability 363,989,961 4.37 151,909,574 2.03
RETIREMENT TOTAL 1,425,175,908 17.15 1,076,161,519 14.37
Normal cost $ 52,433,103 0.63% $50,199,258 0.6%
Amortization of (over) under-funded

past service liability 34,510,522 0.42 32,234,177 0.47
HEALTH PREMIUM BENEFIT TOTAL 86,943,625 1.05 85,433,435 1.13%
Normal cost $ 45,907,451 0.50% - -
Amortization of (over) under-funded

past service liability 41,150,594 0.50 - -
LONG TERM DISABILITY TOTAL 87,058,045 1.00 73,313,962 1.00%*
ACTUARIAL TOTAL $ 1,599,177,578 19.20%  $1,234,908,916 16.50%
Contributions made as a percentage of the current year covered payroll**:
Employers’ Retirement $ 759,171,555 8.05 $ 663,544,344 7.55
Employees’ Retirement 857,502,851 9.10 766,961,939 8.60
Employers’ Health Premium Benefit 99,026,974 1.05 103,473,474 1.05
Employers’ Long Term Disability 47,171,037 0.50 44,518,495 0.50
Employees’ Long Term Disability 47,171,037 0.50 44,518,495 0.50
Total $1,810,043,454 19.20 $1,623,016,747 18.20***

* The LTD normal cost and amortization of (over) underfunded past service liability portions of the total required LTD 2007 contributuions were not avail-

able for FY 2007.
** Does not include system contributions.

*** The actuarial calculations establish a total benefit cost of 16.5 percent for 2007. Legislative action set the contribution rate for 2007 at 18.2 percent.
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'The 2004 valuation calculated a rate of 7.75 percent
to become eftective July 1,2005 through June 30,
2007. 'The Legislature adopted a stair-step ap-
proach to increasing contribution rates, and set the
rate at 9.1 percent for fiscal year 2007. (Employees
paid 8.6 percent for retirement and .50 percent for
long-term disability. Employers paid 7.55 percent
for Retirement, 1.05 percent for the health Insur-
ance premium supplement and .50 percent for
long-term disability.) The statutory contribution
rate and the actuarially determined contribution

rate for the year ended June 30, 2008 was 9.6 per-

cent for both the employees’and employers’ portion.

(Employees paid 9.1 percent retirement and .50
percent long-term disability. Employers paid 8.05
percent for retirement, 1.05 percent for the health
insurance premium supplement and .50 percent
for long-term disability). This rate was determined
by the 2006 actuarial valuation. It is applied to the
covered payroll to determine the employee and
employer contributions. GASB Statement No. 25
defines covered payroll as all elements included in
compensation paid to active employees on which
contributions to a pension plan are based.

8. Additional Benefits

In addition to the pension benefits described, the
ASRS offers the Retiree Group Insurance Pro-
gram and the Health Insurance Premium Benefit
Program to eligible retired and disabled members.
A retired member is defined as a member actively
receiving an annuity benefit and a disabled member
is defined as a member receiving a Long-Term Dis-

ability (LTD) benefit through the LTD program
administered by the ASRS. The employees and
member employers each contributed .50 percent of
compensation in FY 2008 and .50 in FY 2007 to
the LT'D fund.

Pursuant to A.R.S. 38-782, the Retiree Group
Insurance Program makes available group health
insurance coverage to eligible retired and disabled
members and their dependents. Retired and dis-
abled members of the ASRS, University Optional
Retirement Plans, the Public Safety Personnel Re-
tirement System, the Elected Officials’ Retirement
Plan, and the Corrections Officer Retirement Plan
are eligible for health insurance benefits through
the ASRS. As of June 30, 3008, more than 55,908
coverage agreements currently exist for retired and
disabled members and their dependents.

Pursuant to A.R.S. 38-783, retired and disabled
members with at least five years of credited service
are eligible to participate in the Health Insur-
ance Premium Benefit Program. This assistance is
provided to those members who elect group cover-
age through either the Retiree Group Insurance
Program or their former member employer.

In FY 2008 the employer’s retirement contribu-
tion of 9.1 percent of compensation included 1.05
percent for the Health Premium Insurance Supple-
ment.

'The following chart illustrates the maximum
amount of the monthly available benefit for eligible
members and their dependents:
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Without Medicare With Medicare A & B Combinations
Retiree & Retiree &

Dependent, One Dependent
Years of Percent of with Medicare, with Medicare,
Credited Premium Retiree | Retiree & Retiree Retiree & the other other dependent
Service Benefit Only | Dependents Only Dependents without without
5.0-5.9 50 percent $75 $130 $50 $85 $107.50 $107.50
6.0-6.9 60 percent 90 156 60 102 129.00 129.00
7.0-7.9 70 percent 105 182 70 119 150.50 150.50
8.0-8.9 80 percent 120 208 80 136 172.00 172.00
9.0-9.9 90 percent 135 234 90 153 193.50 193.50
10.0+ 100 percent 150 260 100 170 215.00 215.00

Members who retire after December 31, 2003, can
elect to receive a reduced premium benefit so that
an eligible contingent annuitant may continue to
receive a premium benefit after the member’s death.

For qualified retirees who are participating in a
medical program provided by the ASRS or an

ASRS employer and who live in areas of Arizona

These additional increases are listed in the table below:

where no managed care (HMO) program is of-

tered, the 2007 Arizona Legislature passed, and the
Governor signed, legislation to provide an ad-
ditional temporary premium benefit effective July

1,2007 through June 30, 2009. 'This benefit is not

available for retirees who are not Medicare eligible.

With Medicare A & B

Combinations

Medicare Eligible
Retiree with at

Years of least one Non-
Credited Retiree Retiree & Medicare
Service Only Dependents Dependent
5.0-5.9 $85 $175 $235
6.0-6.9 102 210 282
7.0-7.9 119 245 329
8.0-8.9 136 280 376
9.0-9.9 153 315 423
10.0+ 170 350 470
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'The ASRS reimbursed approximately $85.1 million
and $83.2 million towards the cost of group health
insurance coverage for the years ended June 30,

2008 and 2007, respectively.

9. Contingent Liabilities

'The ASRS is also a party in various litigation mat-
ters. While the final outcome cannot be deter-
mined at this time, management is of the opinion
that the final obligation, if any, for these legal ac-
tions will not have a material adverse effect on the
ASRS’ financial position or results of operations.

10. Commitments

In connection with the purchase of various partner-
ship interests in the real estate, private equity and
opportunistic investment portfolios, the ASRS has
remaining unfunded commitments of approximate-
ly $799.6 million, $428.2 million and $75.0 million,
respectively, as of June 30, 2008.

11. Transfers To and From
Other Funds

Due to/from other funds includes amounts that
need to be transferred after the year end contribu-
tion reconciliation.

12. Required Supplementary
Schedules

Historical trend information designed to provide
information about the ASRS’ progress in accumu-
lating sufficient assets to pay benefits when due is
required supplementary information. Required
supplementary information prepared in accordance
with the parameters of GASB Statement No. 25
and GASB Statement No. 43 is included imme-
diately following the notes to the financial state-
ments.

13. ASRS Employer
Retirement Plans

All eligible retirement system employees are cov-
ered by the Arizona State Retirement Plan. The
Plan is a cost-sharing, multiple-employer, defined
benefit pension plan established by the State of
Arizona to provide pension benefits for employees
of the State and employees of participating politi-
cal subdivisions and school districts. 'The ASRS is
administered in accordance with Title 38, Chapter
5 of the Arizona Revised Statutes (A.R.S.).

'The ASRS Retirement Plan provides retirement
and disability benefits, annual cost of living adjust-
ments and survivor benefits to members and their
beneficiaries. A.R.S.38-783 and A.R.S. 38-797
require separate accounts be established for health
insurance premium benefits and long-term disabil-

ity (LTD) benefits, respectively.

Effective July 1,1995, the ASRS has established an
account for each benefit program and has reported
those funds in the combined financial statements.
The financial statements of the ASRS include

the financial activities of all the above funds. The
ASRS Retirement Board, appointed by the gov-
ernor and confirmed by the Arizona State Senate,
manages the ASRS.

'The contribution rate is established and may be
amended by the Board of Trustees. The contribu-
tion rates for the retirement, the health insurance
premium supplement and the long term disability
plans are actuarially determined using the projected
Unit Credit (PUC) funding method. There is no
legal or contractual maximum contribution rate for
employees or employers. The statutory contribu-
tion rate for the years ended June 30, 2008 was

9.6 percent (9.1 percent retirement and .5 percent
LTD) and 2007 was 9.1 (8.6 percent retirement
and .5 percent LTD). All eligible employees were
required to contribute 9.6 percent of their annual
covered salary, and the ASRS, as the employer, was
required to match these contributions.
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'The ASRS, as the employer, made contributions for the past three years as follows:

FISCAL SALARY RETIREMENT HBS LTD TOTAL % OF REQUIRED
YEAR BASE CONTRIBUTIONS CONTRIBUTIONS CONTRIBUTIONS CONTRIBUTIONS CONTRIBUTIONS

2008 $10,786,746 $878,432 $103,056 $54,039 $1,035,527 100%

2007 10,549,141 873,146 117,773 51,488 1,042,407 100%

2006 10,917,002 629,911 123,362 54,585 807,858 100%

'The contributions were equal to the required con-
tributions. ASRS collects the contributions and
remits them to the Plan. Employee contributions
are excluded from gross income for federal and
state income tax purposes, and earn interest at the
rate of 8 percent per annum. After June 30,2005
contributions made to the Plan, plus accrued inter-
est of 4 percent per annum, are refundable upon
termination of employment.

'The Plan provides benefits under formulas and pro-
visions described in the law. Benefits and adminis-
trative expenses are paid from funds contributed by
members and employers and from earnings on the
invested funds. The Plan provides for retirement,
disability, health insurance premium benefits, and
survivor benefits.

Retirement benefits are calculated on the basis of
age, average monthly compensation, and service
credit, which is established on a fiscal year basis
(July 1 to June 30). The benefit is based on a per-
centage of average monthly compensation multi-
plied by the years of service credit.

Eligible retirement system employees are eligible
for a LTD benefit in the event they become unable
to perform their work. The Retiree Group Insur-
ance Program offers health insurance coverage for
both retired and disabled members.

Refer to Note 6 of these financial statements for
current information regarding the funding status

and progress of the retirement, health insurance
premium benefit plan and the long term disability
plans.

14. Subsequent Event

Subsequent to June 30, 2008 world markets have
continued to experience significant losses due to
worldwide capital market and economic uncer-
tainty. As a result, ASRS investments have declined
by approximately 26% subsequent to June 30, 2008
through November 18, 2008, the date of the Inde-
pendent Auditor’s Report. A sustained loss of that
magnitude will have the affect of reducing the July
1,2009 actuarially determined funded status of the
ASRS and significantly reducing the market value
funded status of the ASRS for the same period.
'The overall result will have the effect of increasing
contribution rates effective July 1, 2010.

Subsequent to June 30, 2008 the ASRS received a
Notice of Claim regarding the manner in which the
Permanent Benefit Increase (PBI) and the En-
hanced Permanent Benefit (EPBI) were calculated
for the fiscal year ended June 30, 2007. The claim
asserts approximately $743,000,000 was available to
be distributed as PBI and EPBI. The ASRS deter-
mined that there were no funds available for PBI or
EPBI. The Arizona Attorney General’s Office and
Buck Consultants, LL.C believe there is no merit to
this claim.
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Schedule of Funding Progress
For Year Ended June 30, 2008

(in Millions)
Actuarial (Overfunded) (Overfunded) Unfunded
Actuarial Actuarial Accrued Liability Unfunded Actuarial Accrued
Valuation Value of Projected Actuarial Funded Covered Liability as a Percentage
Date Assets Unit-Credit  Accrued Liability Ratio Payroll of Covered Payroll
30-Jun a b (b-2a) (asb) [ [(b-a)7c]
RETIREMENT FUND
2002 $22,642 $21,285 ($1,357) 106.4 $6,989 (19.4)%
2003 22,572 22,935 363 98.4 7,297 5.0
2004 22,659 24,506 1,847 92.5 7,486 24.7
2005 22,808 26,486 3,678 86.1 8,032 45.8
2006 23,767 28,192 4,426 84.3 8,312 53.2
2007 25,310 30,390 5,080 83.3 9,162 55.4

HEALTH INSURANCE PREMIUM BENEFIT

2005 $ 1,028 $1,456 $ 428 70.6 $8,032 5.3%
2006 1,085 1,505 420 72.1 8,312 5.1
2007 1,167 1,605 438 72.7 9,162 4.8

LONG TERM DISABILITY PROGRAM

2005 $ 165 $577 $ 413 28.2 $8,032 5.1%
2006 194 575 380 33.8 8,312 4.6
2007 232 604 372 38.3 9,162 4.1

Schedule of Employer Contributions
For Year Ended June 30, 2008
(in Thousands)

Retirement Fund Health Insurance Premium Benefit Long Term Disability Program

Annual Required Percentage Annual Required Percentage Annual Required Percentage

Contribution Contributed Contribution Contributed Contribution Contributed

2003 $138,100 100% $ 4,256 100% $34,800 100%

2004 297,770 100 79,662 100 36,026 100
2005 318,311 100 85,350 100 38,982 100
2006 477,472 100 93,461 100 41,188 100
2007 663,544 100 103,473 100 44,518 100
2008 759,482 100 99,027 100 47,171 100

See notes to required supplemental information.
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1. Actuarial Methods and Assump-
tions for Valuations Performed

The information presented in the required supple-
mentary schedules was determined as part of the
actuarial valuations at the dates indicated.

'The Projected Unit Credit (PUC) method is the
actuarial cost method used in the valuations for the
period ended June 30, 2007. The unfunded actuari-
al accrued liability is amortized over a 30-year roll-
ing period for the Retirement Fund and the Health
Insurance Premium Benefit. The Long-Term Dis-
ability (LTD) Program’s unfunded actuarial accrued
liability is amortized over a rolling 15-year period
to reflect the shorter duration of LT'D benefits. The
amortization method is the Level Dollar Method.
The actuarial value of assets is the market value
adjusted to phase in the recognition of investment
gains and losses over a period of time. For years
prior to fiscal 2002, the period is five years. For
2002 and later years, the period is ten years. The
investment return rate assumption is 8 percent per
annum, compounded annually. The inflation rate
assumption is 4.25 percent per annum. Members’
salaries are assumed to increase at a rate of 4.50
percent to 9.50 percent per annum, depending

on the length of service. The permanent benefit
increase (PBI) reserve was zero as of June 30, 2008,
as a result of the payment of the 2005 PBI.

Significant Factors Affecting
Identification of Trends

2000
'The age restriction on eligibility for the PBI was

removed.
2001

Return to Work. Permits retired members of the
ASRS to return to work and still be eligible to
receive retirement benefits if they have been termi-
nated from employment for a period of 12 months.
'The members who take this option will not be
eligible for LT'D benefits nor will they contribute
to the ASRS or accrue additional benefits during
the period of re-employment. This act is repealed
June 30, 2003.

'This is similar to the bill passed in 2000 allowing
retired teachers to return to work, and it does not
affect the requirements of that program.

Transferring Credits. Permits an inactive member
who has not retired to transfer credited service
from one state plan to their current or former re-
tirement plan if the inactive member is not eligible
for membership in the ASRS and has not with-
drawn contributions from the ASRS.
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Health Insurance Premium Benefit. Increases the
health insurance premium benefit for members of
the eligible state retirement systems by the follow-
ing amounts:

*  Medicare eligible member from $65 to $100

*  Non-Medicare eligible member from $95 to
$150

* Non-Medicare family coverage from $175 to
$260

*  Medicare eligible family coverage from $115 to
$170

¢ Combination Medicare and non-Medicare

eligible from $145 to $215

Rural Health Insurance Premium Benefit. In ad-
dition to the premium benefit paid to ASRS retired
and disabled members, provides for retired and
disabled members who live in areas of the state not
served by a managed care program (HMO) and
who have 10 years of credited service in the follow-
ing amounts:

*  Medicare eligible member $170 per month
* Non-Medicare eligible member $300 per

month

*  Non-Medicare family coverage $600 per

month

*  Medicare eligible family coverage $350 per

month

¢ Combination Medicare and non-Medicare

eligible $470 per month

Also provides that a retired or disabled member
may elect to purchase individual coverage and
receive a payment of the increased subsidy through
the member’s employer if the employer assumes
the administrative function associated with the
payment including verification that the payment is
used for health insurance.

Supplemental Defined Contribution (DC) Plans.
Repeals the provisions for the alternate DC retire-
ment programs established in 1998 for exempt state
employees (non-merit service employees), legisla-
tive agency employees and certain term limited
elected officials. Persons already participating in
those programs are grandfathered into them.

Provides that the ASRS, the Public Safety Person-
nel Retirement System (PSPRS) and their employ-
ers may establish a 401(a) defined contribution
supplementary program. Employers may elect to
match contributions to the supplementary program
on an annual basis. Employer and member contri-
butions to the supplement are vested immediately
with the member.

Modified Deferred Retirement Option Plan
(DROP) Program. Permits an employer to offer a
member who has reached normal retirement (80
points, age 62 with 10 years, or age 65) a contract
to work up to an additional three years. Retire-
ment contributions are not made to ASRS during
the contract period; however LT'D contributions
still continue to be paid to the ASRS. During the
contract period, the member and employer contrib-
ute to a supplemental DC Plan at a rate negotiated
between the member and the employer. Upon
completing the additional service, the employee
must purchase an equivalent amount of service
trom the ASRS in order to receive credit for the
three years worked.

Partial Lump Sum Option. Beginning July 1, 2002,
a member may elect a partial lump sum payment

at retirement equal to not more than 36 months of
the member’s calculated retirement benefit. The life
annuity amount then would be adjusted actuarially
to a reduced amount to offset the lump sum pay-
ment.
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Graded Multiplier. Provides a variable multiplier
in the retirement benefit formula, increasing with
years of service according to the following:

*  0.00 to 19.99 Years of Service 2.10%
e 20.00 to 24.99 Years of Service 2.15%
e 25.00 to 29.99 Years of Service 2.20 %
*  30.00 or More Years of Service 2.30%

Supplemental Defined Contribution (DC) Retire-
ment Plan. Permits the four state retirement plans
to establish a 401(a) defined contribution program
as a supplement to the state defined benefit pro-
grams. Repeals the alternative DC programs for
term-limited state elected officials and state em-
ployees exempted from state personnel rules. Em-
ployees may make contributions to IRS limits with
a match by the employer. Each employer member
of the ASRS would be permitted to choose its own
match rate.

Permanent Benefit Increase (PBI) Enhancement.
Provides that interest at a rate of 8 percent be paid
on the funds held in reserve for the PBI. The inter-
est accrued to the reserve is used to fund an en-
hanced PBI based on the number of years a mem-
ber has been retired. A member who has at least 10
years of service would be eligible for an incremental
increase for each five years of retirement.

PSPRS membership; park rangers. Transfers state
and county park rangers from the ASRS to the
PSPRS.

Community colleges; optional retirement; contri-
butions. Permits a community college that has an
optional retirement program to increase employer
and employee contributions to seven percent. It
provides a window for ASRS members to transfer
to the optional programs from October 1, 2001
through December 31,2001. The ASRS shall
transfer their contributions plus interest to the
optional program.

Removal of requirement that purchase of mili-
tary service be only for which the member is not
receiving a benefit. Allows for ASRS members to
purchase military service time for which they may
already be receiving benefits.

Pop-Up for members choosing a life certain op-
tion. Allows for retirees who choose the 5, 10, or 15
period certain options to rescind the election and
thereafter, receive a straight life annuity, including
postretirement increases. The member may again
elect a period certain and life annuity subject to the
same provision previously elected by the member.

2002

No material changes.

2003

Change to Phase-in Period. Prior to the 2002

valuation, actuarial assets were equal to market,
less a five-year phase-in of the excess of expected
investment return over actual investment return.
For 2002 and future years, the Board changed the
five-year phase-in period to a ten-year period. So,
the 2002 valuation recognizes only 10 percent of
the 2002 investment loss. The years prior to 2002

remain on their original five-year schedules.

Extension of the Rural Health Insurance Premium
Benefit. The Arizona Legislature passed legislation
that extends the Rural Health Insurance Subsidy
for a period of two additional years.

2004

Service Purchase Program. The Arizona Legisla-
ture revised the method of calculating the cost of
service purchases, so that future purchases would be
made at true actuarial present value. ASRS began
to charge interest at 8% per annum for service pur-
chases under payroll deduction agreements.
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Early Retirement Incentive Programs. The Ari-
zona Legislature provided that employers that
participate in ASRS and offer early retirement
incentives to their employees must notify ASRS of
the incentives. ASRS will determine the liability
associated with the cost of the incentives and the
employers will pay the cost.

Long-Term Disability Program. The Arizona Leg-
islature revised and clarified LTD provisions so that
disabled members will be required, when appropri-
ate, to participate in rehabilitation programs and to
pursue obtaining Social Security disability benefits.
In addition, the legislation limited the receipt of
disability benefits on the basis of a member’s “own
occupation” to 24 months, rather than to 24 con-
secutive months.

2005
Refund of Contributions. The Board reduced the

rate of interest accruals on forfeited balances from
8 percent to 4 percent effective July 1, 2005.

The Arizona Legislature:

*  Changed contribution rate calculations from
biennial to annual for all fiscal years beginning
after FYE 2007. It also modified biennial rate
requirements to allow the rate to be stepped in

over a two year period for FYE 2006 and 2007.

* 'The legislature pegged the contribution rates
for fiscal year 2006 and fiscal year 2007 at 6.90
percent and 8.60 percent respectively. After
fiscal year 2007, contribution rates are to be
determined annually.

* Eliminated the rural health insurance premium
benefit for retirees in the Arizona retirement
system who are not eligible for Medicare.

Temporary Rural Health Insurance Premium Ben-
efit. The Legislature extended the temporary Rural
Health Insurance Subsidy for a two year period,
from July 1, 2005, to June 30, 2007. The benefit is
provided to Medicare-eligible retirees and disabled
members who live in Arizona counties with no
Health Maintenance Organization (HMO) service
area and who have at least 10 years of credited
service.

2006
'The Legislature limited the ability of ASRS retirees

to rescind their elections after retirement. Specifi-
cally, members who have chosen a form with a
death benefit can “pop up” once to the single life
form, but are then not allowed to “pop down” to a
death benefit form. Implementation of this change
is pending the receipt of a Private Letter Ruling
from the Internal Revenue Service.

2007 (most recent
actuarial evaluation)

'The Legislature:
*  Changed the Long-Term Disability

program social security disability off-
sets and pre-existing condition require-
ments. The social security disability
offsets were changed from 64 percent
to 85 percent and the social security
retirement benefits were changed

from 83 percent to 85 percent. The
pre-existing condition requirement
was changed from three months to six
months.

* Extended the temporary Rural Health

Insurance Subsidy for two year.

*  Made post-doctoral scholars exempt

from ASRS membership.

*  Expanded eligibility for Active Mili-
tary Service Credit.
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Combining Schedule of Retirement Net Assets
For the Year Ended June 30, 2008
(Dollars in Thousands)
Retirement Retirement Combined
Plan System 2008
ASSETS:
Cash $23,304 $ - $23,304
RECEIVABLES:
Accrued interest & dividends 68,635 1,454 70,089
Securities sold 405,404 8,587 413,991
Forward contracts 1,500,630 31,786 1,532,416
Contributions 49,765 191 49,956
Other 5,884 82 5,966
Total receivables 2,030,318 42,100 2,072,418
INVESTMENTS AT FAIR VALUE :
Temporary investments 1,541,459 33,530 1,574,989
Temporary investments from securities lending collateral 3,559,268 75,392 3,634,660
U. S. government obligations 4,059,482 117,480 4,176,962
Corporate bonds 2,287,903 51,261 2,339,164
Common and preferred stocks 16,293,483 312,620 16,606,103
Real estate 481,628 10,804 492,432
Private equity 123,817 - 123,817
Opportunistic investments 71,632 1,607 73,239
Total investments 28,418,672 602,694 29,021,366
TOTAL ASSETS 30,472,294 644,794 31,117,088
LIABILITIES:
Payable for securities purchased 1,168,304 24,747 1,193,051
Payable for securities lending collateral 3,559,268 75,392 3,634,660
Forward contracts payable 1,508,800 31,959 1,540,759
Other 27,798 3,633 31,431
Total liabilities 6,264,170 135,731 6,399,901
NET ASSETS HELD IN TRUST FOR PENSION BENEFITS $24,208,124 $509,063 $24,717,187

In accordance with GASB 25, for financial reporting purposes the Retirement Plan and The Retirement System are presented in one col-
umn, Retirement Fund, in the ASRS basic financial statements because they are administered within a single pension plan. The Combin-
ing Schedule of Retirement Net Assets and Changes in Retirement Net Assets are presented here to provide members with more detailed

information about the two plan components.
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Combining Schedule of Changes in Retirement Net Assets
For the Year Ended June 30, 2008
(Dollars in Thousands)

Retirement Retirement Combined
Plan System 2008

ADDITIONS (REDUCTIONS)
Contributions

Member contributions $857,503 $310 $857,813

Employer contributions 759,172 310 759,482

Transfers from other plans 5,196 - 5,196

Member reimbursements 90,030 - 90,030
Total Contributions 1,711,901 620 1,712,521
Income (Loss) from investment activities

Net appreciation (depreciation) in fair value (2,466,567) (44,968) (2,511,535)

Interest 249,801 4,552 254,353

Dividends 307,756 5,611 313,367

Real estate 22,361 408 22,769

Private equity 2,849 - 2,849

Other 10,960 110 11,070
Total income (loss) from investment activities (1,872,840) (34,287) (1,907,127)
Less investment activity expenses

Management fees and monitoring services (publically traded) 47,349 863 48,212

Real estate expense 22,296 406 22,702

Private equity expense 7,022 - 7,022
Total investment activity expenses 76,667 1,269 77,936
Net income (loss) from investment activities (1,949,507) (35,556) (1,985,063)
From securities lending activities

Security loan program 149,480 2,725 152,205

Security loan interest expense 128,066 2,335 130,401
Net income from securities lending activities 21,414 390 21,804
Total net investment income (loss) (1,928,093) (35,166) (1,963,259)
TOTAL ADDITIONS (REDUCTIONS) (216,192) (34,546) (250,738)
DEDUCTIONS
Retirement and disability benefits 1,721,062 47,157 1,768,219
Survivor benefits 20,847 1,801 22,648
Refunds to withdrawing members, including interest 104,080 307 104,387
Administrative expenses 28,589 606 29,195
Transfers to other plans 177,176 - 177,176
Other - 8 8
TOTAL DEDUCTIONS 2,051,754 49,879 2,101,633
NET INCREASE (DECREASE) (2,267,946) (84,425) (2,352,371)
Net assets held in trust for pension benefits:

Beginning of year 26,476,070 593,488 27,069,558

End of year $24,208,124 $509,063 $24,717,187

In accordance with GASB 25, for financial reporting purposes the Retirement Plan and The Retirement System are presented in one column, Retirement
Fund, in the ASRS basic financial statements because they are administered within a single pension plan. The Combining Schedule of Retirement Net
Assets and Changes in Retirement Net Assets are presented here to provide members with more detailed information about the two plan components.
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Schedule of Additions by Source
(Dollars in Thousands)

Year
1999
2000
2001
2002
2003
2004
2005
2006
2007
2008

Member
Contribution
Made

$179,087
152,957
163,442
168,213
177,157
413,462
442,643
612,121
811,480
904,984

Employer
Contribution
Made

$179,087
152,958
163,442
168,213
177,157
413,458
442,643
612,121
811,535
905,680

Schedule of Deductions by Type

(Dollars in Thous

Year
1999
2000
2001
2002
2003
2004
2005
2006
2007
2008

ands)

Benefits
$713,871
787,553
909,615
1,069,044
1,222,564
1,396,481
1,576,734
1,703,215
1,824,865
1,944,283

Refunds
$26,108
70,754
98,535
42,765
35,976
36,212
44,164
60,313
77,910
104,387

Net Member
Investment Reimbursements
Income and Other
$2,848,321 $46,171
2,035,312 35,348
(1,528,691) 37,687
(1,768,077) 51,350
368,631 93,552
3,228,785 113,944
1,803,392 141,932
2,230,939 125,751
4,310,518 107,548
(2,072,441) 95,226

Administration,
Transfers and Other Total

$15,353 $755,332
19,744 878,051
24,640 1,032,790
28,105 1,139,914
37,877 1,296,417
35,745 1,468,438
33,426 1,654,324
39,395 1,802,923
47,703 1,950,478
210,432 2,259,102

Total
$3,252,666
2,376,575
(1,164,120)
(1,380,301)
816,497
4,169,649
2,830,610
3,580,932
6,041,081
(166,551)
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Schedule of Administrative Expenses
For Year Ended June 30, 2008
(Dollars in Thousands)

Retirement and

Health Benefit Long-Term Combined
Supplement Disability 2008

PERSONNEL SERVICES
Salaries $11,280 $- $11,280
Retirement Contributions 981 - 981
Other Employee Related Expenses 3,172 - 3,172
Total Personnel Services 15,433 - 15,433
PROFESSIONAL SERVICES
Actuary & Benefit Consulting 1,112 - 1,112
Audit, Consulting & Legal Fees 795 - 795
Programming Costs 3,814 - 3,814
Other Outside Services 3,649 2,750 6,399
Total Professional Services 9,370 2,750 12,120
COMMUNICATIONS
Postage 754 - 754
Printing 140 - 140
Telephone 406 - 406
Advertising 16 - 16
Total Communications 1,316 - 1,316
MISCELLANEOUS
Office Rent 1,561 - 1,561
Furniture & Equipment 699 - 699
Software & Support 1,178 - 1,178
Repair & Maintenance 112 - 112
Travel 120 - 120
Operating Supplies 91 - 91
Insurance 131 - 131
Dues & Subscriptions 375 - 375
Education & Training 87 - 87
Miscellaneous 4 - 4
Total Miscellaneous 4,358 - 4,358
TOTAL $30,477 $2,750 $33,227
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Schedule of Professional Consultant Fees
For Year Ended June 30, 2008
(Dollars in Thousands)

Professional/Consultant Nature Of Service Expenses
SEDGWICK CLAIMS MANAGMENT SERVICES LTD ADMINISTRATIVE SERVICES $2,750
COMSYS INFORMATION TECHNOLOGY SERVICES, INC IT CONSULTING SERVICES 1,648
MELLON BANK TRUST & INVESTMENTS PENSION/CUSTODIAL BANK SERVICES 1,138
BUCK CONSULTANTS LLC ACTUARIAL SERVICES 1,112
H L YOH CO, LLC IT CONSULTING SERVICES 1,049
ENNIS, KNUPP & ASSOCIATES, INC. INVESTMENT CONSULTING SERVICES 481
THE TOWNSEND GROUP INVESTMENT CONSULTING SERVICES 375
ARIZONA ATTORNEY GENERAL OFFICE LEGAL SERVICES 305
MERCER HUMAN RESOURCE CONSULTING INVESTMENT CONSULTING SERVICES 289
MEKETA INVESTMENT GROUP INVESTMENT CONSULTING SERVICES 275
REMEDY TEMPS, INC IT CONSULTING SERVICES 263
INT TECHNOLOGIES LLC IT CONSULTING SERVICES 228
GLOTEL INC IT CONSULTING SERVICES 220
PROVINCIA STAFFING LLC IT CONSULTING SERVICES/TEMPORARY AGENCY 210
AVAYA INC IT CONSULTING SERVICES 203
COX CASTLE AND NICHOLSON INVESTMENT LEGAL SERVICES 203
SPHERION CORPORATION IT CONSULTING SERVICES 182
DRC FINANCIAL SERVICES, PLLC ACCOUNTING CONSULTING SERVICES 134
FRANKLIN PARK ASSOCIATES, LLC INVESTMENT CONSULTING SERVICES 125
KELLY SERVICES INC TEMPORARY AGENCY 91
TECH KNOWLEDGY STORE LLC IT CONSULTING SERVICES 88
DATAMAVENS, INC IT CONSULTING SERVICES 75
HEINFELD MEECH AND CO PC AUDIT SERVICES 72
SKADDEN ARPS SLATE MEAGHER AND FLOM LLP INVESTMENT LEGAL SERVICES 70
STRAIGHT LINE PARTNERS, LLC IT CONSULTING SERVICES 68
INSTITUITONAL SHAREHOLDER SERVICES INC INVESTMENT CONSULTING SERVICES 58
TECH KNOWLEDGY STORE LLC IT CONSULTING SERVICES 50
MORRISON AND FOERSTER LLP INVESTMENT LEGAL SERVICES 45
FOSTER PEPPER AND SHEFELMAN PLLC INVESTMENT LEGAL SERVICES 44
MUNIS INC IT CONSULTING SERVICES 43
CHARLES W WHETSTINE LEGAL SERVICES 40
CEM BENCHMARKING INC PLAN ADMINISTRATION CONSULTING 35
PROVALIANT INC IT CONSULTING SERVICES 33
COMPUTER INFORMATION TECHNOLOGY CORP IT CONSULTING SERVICES 22
LEWIS AND ROCA INVESTMENT LEGAL SERVICES 20
SERVIONT GLOBAL SOLUTIONS INC IT CONSULTING SERVICES 18
TRANSUNION LLC CONSULTING SERVICES 18
BEHAVIOR RESEARCH CENTER CONSULTING SERVICES 16
OTHER CONSULTING FEES (less than fifteen thousand dollars) 24

TOTAL ~ $12,120
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Schedule of Total Investment Income by Manager

For Year Ended June 30, 2008
(Dollars in Thousands)

Market

Appreciation

Manager (Depreciation)
ASRS INTERNAL ($1,050,771)
J.P. MORGAN FIXED (9,677)
BLACKROCK 11,042
BRANDYWINE EQ 81
DIMENSIONAL FD EQFD (148,679)
ASRS TRANSITION ACCT -
BGI-DOM CORE EQUITY (198,347)
BGI US DEBT FD 94,976
CAP GUARDIAN INTL EQ -
BANK OF NEW YORK -
BGI - EAFE -
BRANDES INTL EQUITY (334,530)
SSGA-S&P MID CAP FD (4,206)
COLUMBIA SMALL CAP 62
CLEAR CHANNEL PRV ST (446)
FORSTMANN-LEFF ASSOC 5
WELLINGTON MGMT CO (8,131)
LSV ASSET MANAGEMENT (175,958)
SSGA - LARGE CAP (61,233)
FRANKLIN LARGE CAP (73,245)
INTECH LARGE CAP (37,594)
CRM MID CAP VALUE (16,213)
BRIDGEWATER GLBL TAA (118,738)
PYRAMIS GLOBAL 1,278
GTAA BGI EQ INDEX FD (49,249)
GTAA TR BGI LEH INX 21,557
GTAA TR BGI EAFE INX (10,471)
ASRS TIMESSQUARE (8,923)
ASRS - BATTERYMARCH 2
MFS INTL LC (87,806)
HANSBERGER GL INV LC (60,463)
DFA INTL SC (37,490)
AXA ROSENBERG SC (63,077)
NORTHPOINTE (22,407)
ING LONG ONLY (2,066)
URDANG (3,044)
BGI GLOBAL EXUS (58,676)
ING LONG/SHORT 131
CLASS ACTION 1,131
JACOB LEVY (38,413)
LA SALLE (17,894)
EUROPEAN INVEST (17,734)
BLACKROCK MORTGAGE 595

Interest

$136,363
33,694
55,824

161

1,212

445
207
32
77
242

16

34

(214)

23
186

Dividends

$127,296

63

65,585
496

70

2,967
16,627
4,657
7,294
9,241
2,111
15,594

2,818

24,639
14,812
5,745
8,702
591
156
228

3,732
2,569
1,620

14

Real
Estate

$7,403

Other

$3,380
(168)
73

10

663
224
72

34
32

Total
Investment
Income
($776,329)
23,849
66,939

81
(141,338)

(198,347)
94,976

63

(259,124)
(3,710)
62

(375)

5
(4,593)
(159,117)
(56,443)
(65,881)
(28,110)
(13,804)
(93,899)
25,104
(49,249)
21,557
(10,471)
(4,893)
2
(62,722)
(44,781)
(31,489)
(54,226)
(21,574)
(1,904)
(2,800)
(58,676)
165
1,131
(34,895)
(15,268)
(15,896)
609
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Schedule of Total Investment Income by Manager
For Year Ended June 30, 2008

(Dollars in Thousands)

Manager

JPM BOND FUND
CHAMPLAIN
COPPER ROCK
IRONBRIDGE

DEAM S&P 500
DEAM OVERLAY
DEAM LEHMAN AGG
DEAM EAFW

HINES US CORE”
TISHMAN VI FUND
ROTHSCHILD
RREEF GL OPP 11
CIM URBAN REIT
PLA RETAIL FDI
WESTBK R/E VII
DUNE CAP MGMT
AEW VIF I, LP

THE CARLYLE GROUP
COLONY

HEITMAN

PRISA 11

BREP VI (Blackstone)
TISHMAN VII LP
CIM FUND 111 LP
AIG ASIAN FUND
FIVE MILE CAP 11
PLA RESIDENTIAL 11
TH LEE VI

SILVER LAKES

CEP OP FUND II
CMEA VENTURE
MONTREUX PRT IV
RESOLUTE FUND 111
PAUL CAPITAL
WARBURG PINCUS X
PLATINUM

NEW MOUNTAIN 111
WAYZATA OPP 11
PENINSULA 11

PINE BROOK 11

TOTAL

Market Private Total
Appreciation Real Equity Investment
(Depreciation) Interest Dividends Estate Revnue Other Income
(148) - - - - - (148)
(4,106) 93 517 - - - (3,496)
(16,125) 50 92 - - - (15,983)
(6,323) 89 902 - - - (5,332)
(27,655) 17 557 - - - (27,081)
2,752 59 - - - - 2,811
(2,184) 627 - - - - (1,557)
(7,490) 1 487 - - - (7,002)
- - - 9 - - 9

- - - 382 - - 382

- - - 5,558 - - 5,558

- - - 1,635 - - 1,635

- - - 3,470 - - 3,470

- - - 2,502 - - 2,502

- - - (626) - - (626)

- - - (245) - - (245)

- - - 301 - - 301

- - - 3,466 - - 3,466

- - - (3,707) - - (3,707)

- - - 926 - - 926

- - - 846 - - 846

- - - 4,142 - - 4,142

- - - (497) - - (497)

- - - (305) - - (305)

- - - (82) - - (82)

- - - (1,392) - - (1,392)

- - - @ - - @

- - - - 4,871 - 4,871

- - - - 9 - 9

- - - - 158 - 158

- - - - 1 - 1

- - - - (290) - (290)

- - - - (340) - (340)

- - - - (520) - (520)

- - - - (805) - (805)

- - - - 23 - 23

- - - - 37 - 37

- - - - (106) - (106)

- - - - (95) - (95)

- - - - 35 - 35
($2,645,900) $265,814 $327,354 $23,785 $2,978 $12,170 ($2,013,799)
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Schedule of Total Investment Expenses
For the Year Ended June 30, 2008
(Dollars in Thousands)

Management  Management Other  Management Other
Fees Fees Expenses Fees Expenses

Public Real Estate Real Estate Private Equity Private Equity TOTAL
AEW VIF 11, LP $- $219 $20 $- $- $239
AIG ASIAN FUND - 324 59 - - 383
ASRS INTERNAL - 6,656 - - - 6,656
AXA ROSENBERG 2,220 - - - - 2,220
BARCLAYS GLOBAL INVESTORS 4,358 - - - - 4,358
BLACKROCK FINANCIAL 1,595 - - - - 1,595
BRANDES INVESTMENTS 6,614 - - - - 6,614
BREP VI (Blackstone) - 1,403 253 - - 1,656
BRIDGEWATER ASSET 9,329 - - - - 9,329
CEB OP FUND - - - 215 208 423
CHAMPLAIN INVESTMENT 498 - - - - 498
CIM FUND 11l LP - 1,229 67 - - 1,296
CIM URBAN REIT - 254 981 - - 1,235
CMEA VENTURE - - - 148 204 352
COLONY - 586 570 - - 1,156
COPPER ROCK CAPITAL 353 - - - - 353
CRAMER ROSENTHA 703 - - - - 703
DEUTSCHE INVESTMENT MANAGEMENT 250 - - - - 250
DIMENSIONAL FUND ADVISORS 2,256 - - - - 2,256
DUNE CAP MGMT - 463 (54) - - 409
EUROPEAN INVESTMENT 320 - - - - 320
FIVE MILE CAP 11 - 816 225 - - 1,041
FRANKLIN PORTFOLIO 746 - - - - 746
HANSBEGER GLOBAL 2,713 - - - - 2,713
HEITMAN - 592 745 - - 1,337
HINES CORE - 40 - - - 40
IDG VENTURES - - - 78 151 229
ING CLARION 29 - - - - 29
INTECH 2,629 - - - - 2,629
IRONBRIDGE CAPITAL 488 - - - - 488
JACOBS LEVY 932 - - - - 932
JP MORGAN INVESTMENT 988 - - - - 988
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Additional Supplementary Information

Schedule of Total Investment Expenses

For the Year Ended June 30, 2008

(Dollars in Thousands)

LASALLE INVESTMENT
LSV ASSET MANAGEMENT

MFS INSTITUITIONAL ADVISORS INC

MONTREUX PRT IV
NEW MOUNTAIN 111
NORTHPOINTE CAPITAL
PAUL CAPITAL
PENINSULA 11

PINE BROOK I

PLA RESIDENTIAL 11
PLA RETAIL FDI
PLATINUM

PRISA 11

PYRAMIS GLOBAL
RESOLUTE FUND 111
ROTHSCHILD RE
RREEF GL OPP 11
SILVER LAKES

STATE STREET

TH LEE VI

THE CARLYLE GROUP
TIMES SQUARE CAPITAL
TISHMAN VI FUND
TISHMAN VII LP
URDANG SECURITIES
WARBURG PINCUS X
WAYZATA OPP 11
WELLINGTON MANAGEMENT
WESTBK R/E VII

TOTAL

Management Management Other Management Other
Fees Fees  Expenses Fees Expenses

Public Real Estate Real Estate  Private Equity  Private Equity TOTAL
391 - - - - 391
1,831 - - - - 1,831
2,975 - - - - 2,975
- - - 55 44 99

- - - 435 206 641

839 - - - - 839

- - - - 22 22

- - - 187 119 306

- - - 103 337 440

- 229 227 - - 456

- 520 550 - - 1,070

- - - 335 745 1,080

- 136 - - - 136

969 - - - - 969

- - - 60 376 436

- 1,163 786 - - 1,949

- 518 458 - - 976

- - - 346 84 430

661 - - - - 661

- - - 645 1,396 2,041

- 504 548 - - 1,052
3,623 - - - - 3,623
- 116 284 - - 400

- 816 418 - - 1,234

54 - - - - 54

- - - 320 137 457

- - - 140 245 385
1,999 - - - - 1,999
- 994 - - - 994
$50,363  $17,578 $6,137 $3,067 $4,274 $81,419
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U.S. Economy and Capital Markets FY 2007-08

By Lawrence Trachtenberg, Investment Committee Chairman, and

Gary R. Dokes, Chief Investment Officer

3rd Quarter 2007

Negative headlines included surging energy costs,
a declining dollar and the sub-prime lending
meltdown. However, GDP growth held up well for
the quarter at 2.7%. The unemployment rate rose to
4.7% from 4.5% in the previous quarter. The CPI
Index rose by 1.0% year-over-year. The Fed Funds
rate was cut by 0.50% to 4.75% during the quarter
to provide liquidity to help stabilize the looming
credit crunch.

'The domestic large cap and international equity
markets were in positive territory for the quarter.
The S&P 500 Index was up 2.0%, ahead of both
small caps and mid caps. The S&P MidCap

Index fell 0.9% during the quarter and the S&P
SmallCap Index declined 1.8%. Growth consider-
ably outperformed value across the cap spectrums.
International equity markets were in positive
territory. The MSCI EAFE Index appreciated 2.2%
in U.S. dollar terms for the quarter. The MSCI
ACWI ex U.S. Index rose by 4.7% for the quarter.
Hong Kong and Finland led developed markets in
U.S. dollar returns. Emerging markets significantly
outperformed their developed market counterparts.
'The MSCI EM Index appreciated 14.5% in U.S.

dollar terms.

The Lehman Brothers Aggregate Index performed
better than domestic equity markets and advanced
2.8% during the quarter. Longer-term issues
outperformed short-term issues. Higher-quality
issues outperformed lower-quality issues in the
investment credit space. Mortgages returned 2.6%
while Treasuries advanced 3.8%.

REITs exhibited positive performance for the

quarter; the MSCI U.S. REIT Index rose 2.4%.

Private real estate fared better; the NPI was up
3.6% for the quarter.

4th Quarter 2007

Concerns regarding a recession crept into investors’
minds after multiple pieces of negative economic
news hit the market. The concerns included a weak-
ening housing market, the impact of sub-prime
exposure on financial institutions, rising oil prices,
increasing unemployment rates, slowing economic
growth and rising inflation. GDP growth was 0.6%
for the quarter. The unemployment rate rose to
5.0% from 4.7% in the third quarter. The CPI index
rose by 5.6% year-over-year. The Fed Funds rate
was cut to 4.25% during the quarter from 4.75%.

'The developed domestic and international equity
markets were both in negative territory for the
quarter. The S&P 500 declined 3.3% during the
fourth quarter, outperforming small caps but
underperforming mid caps. The S&P MidCap
Index fell 2.7% while the S&P SmallCap Index
declined 6.4%. Growth significantly outperformed
value across the cap spectrums. International equity
markets were also in negative territory. The MSCI
EAFE Index declined 1.7% in U.S. dollar terms
tor the quarter. The MSCI ACWI ex U.S. Index
tell by 0.6%. Spain was the strongest performing
developed market in U.S. dollar terms. Emerging
markets outperformed their developed market
counterparts. The MSCI EM Index appreciated
3.7% in U.S. dollar terms.

'The Lehman Brothers Aggregate Index performed
better than the developed equity markets and
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advanced 3.0% during the quarter. Longer-term
issues outperformed short-term issues. Higher-
quality issues outperformed lower-quality issues in
the investment credit space. Mortgages returned
3.1% during the quarter while Treasuries appreci-
ated 4.0% during the quarter.

REITs exhibited significantly negative perfor-
mance; the MSCI U.S. REIT Index declined
13.2% for the quarter. Private real estate fared
considerably better; the NPI was up 3.2% for the

quarter.

1st Quarter 2008

Economic conditions continued to weaken during
the first quarter due to surging oil prices, depressed
housing prices and rising unemployment rates.
GDP growth was 0.6% for the quarter. The unem-
ployment rate rose to 5.1% from 5.0% in the fourth
quarter. The CPI Index grew 3.1% year-over-year.
'The Fed Funds rate was cut significantly from
4.25% to 2.25% during the quarter as fears of a

recession escalated.

'The equity markets had a poor quarter domestically
and internationally. The S&P 500 declined 9.4%
during the first quarter, underperforming both

mid and small caps. The S&P MidCap Index fell
8.8% while the S&P SmallCap Index declined
7.5%. Value outperformed growth across the cap
spectrums. International equity markets were also
in negative territory. The MSCI EAFE Index
declined 8.8% in U.S. dollar terms for the quarter.
'The MSCI ACWI ex U.S. Index fell by 9.1%.
Denmark was the sole developed market with

a positive return in U.S. dollar terms. Emerging
markets fared worse than their developed counter-
parts. The MSCI EM Index declined 10.9% in U.S.

dollar terms.

'The Lehman Brothers Aggregate Index performed
significantly better than equity markets and

advanced 2.2% during the quarter. Longer-term
issues lagged shorter-term issues. The flight to
quality continued and resulted in higher-quality
issues outperforming lower-quality issues in the
investment credit space. Mortgages returned 2.4%
while Treasuries appreciated 4.4%.

REITs posted positive returns in the second
quarter; the MSCI US REIT Index advanced 2.1%.
Private real estate fared slightly worse; the NPI had

2 1.6% return.

2nd Quarter 2008

'The economy saw continued weakness in the
second quarter with investors shaken by a rise in
the unemployment rate, oil reaching new highs
and further financial write-downs. The preliminary
estimate of GDP growth was 1.9%. The unemploy-
ment rate rose from 5.1% in the first quarter to
5.5%. The CPI Index grew 7.9% year-over-year,
largely attributable to volatile food and energy
prices. The Fed Funds rate was cut from 2.25% to
2.00% in April, then remained unchanged in June.

Domestic equity performed better in the second
quarter than the first quarter, despite poor perfor-
mance in June. The S&P 500 Index declined 2.7%
for the quarter. Large cap stocks underperformed
both mid and small caps. The S&P 400 MidCap
Index returned 5.4% and the S&P 600 SmallCap
Index gained 0.4%. Growth outperformed value
across the cap spectrums. International equity
markets were in negative territory. The MSCI
EAFE Index returned 1.9% in U.S. dollar terms for
the quarter. The MSCI ACWI ex U.S. Index fell
by 0.9%. Norway and Canada outperformed other
developed markets in U.S. dollar terms. Emerging
markets outpaced their developed counterparts. The

MSCI EM Index fell 0.8% in U.S. dollar terms.

'The Lehman Brothers Aggregate Index declined

1.0% during the second quarter. Shorter term issues
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continued to outpace longer-term issues. Lower-
quality issues outperformed higher-quality issues in
the investment credit space, a reversal of the flight
to quality over the past six months. Mortgages lost
0.5% while Treasuries fell 2.1% during the quarter.

REITs struggled in the second quarter; the MSCI
U.S. REIT Index declined 5.5%. Private real estate
fared better; the NPI posted a 0.6% return.

Investment Goals

1. Achieve a total fund rate of return equal to
or greater than the actuarial assumed interest
rate.

2. Achieve a total fund rate of return equal to or
greater than the asset allocation benchmark.

3. Achieve a total fund rate of return equal to or
greater than the amount projected in the most
recent asset allocation study.

4. Achieve asset class net rates of return equal
to or greater than their respective broad asset
class benchmarks.

5. Achieve portfolio-level net rates of return
equal to or greater than their respective
portfolio benchmarks.

6. Ensure sufficient monies are available to meet
cash flow requirements

Asset Allocation Targets

Effective January 2007, the ASRS asset allocation

policy targets and ranges are as follows:

U.S. Equity

U.S. Fixed Income
International Equity
Real Estate *

Private Equity *

45% (40-50%)
26% (21-31%)
18% (13-30%)
6% (4-8%)
5% (3-7%)

*Pro-rated into other asset classes during the
program(s) implementation.

Additionally, the ASRS asset allocation includes
Opportunistic Asset Classes and Absolute Return
Strategies each of which have a 0% target allocation
and ranges of 0-5%.

Investment Policies

An integral part of the overall investment policy

is the strategic asset allocation policy, which is
designed to optimize returns while minimizing
risk. The ASRS maintains its investment assets

in accordance with Board approved strategic asset
allocation policy. Investment assets are managed
in 28 externally managed and 6 internally managed
portfolios, which are diversified in U.S. equities,
U.S. fixed income, international equities, real estate
and private equity.

'The ASRS adheres to all statutory requirements set
by Arizona State law. In addition the ASRS estab-
lished investment guidelines for its internal and
external investment managers and a complete set
of policies, procedures, compliance requirements,
and oversight of internal investment management
to ensure that investment assets are prudently
managed. Both internal and external compliance
procedures are in place. Oversight and direction
responsibilities reside with the ASRS Board.
Details of investments are located at the end of this
report.

Investment Results

For the Fiscal Year Ended June 30, 2008, the ASRS
posted a 7.6% loss, which underperformed the
ASRS actuarial assumed investment rate of return

by 15.6%.
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Performance Accounting/
Computation Standards

The ASRS investment performance rates of return from the custodian or record-keeper. The rates of

are calculates on a total return basis, using time- return are generated by asset class and include cash

weighted rates of return, based upon market values. holdings.

Investment amounts are reflected at Fair Market

Value. Below are the rates of return on the overall portfo-
lio, as well as specific asset classes, along with the

Performance is calculated on an accrual basis benchmark used to compare performance.

provided that the accrual information is available

Annualized Rates of Return

(Retirement & HBS)

Inception

1 Year 3 Year 5 Year 10 Year June 30, 1975

ASRS Total Fund -7.6% 6.1% 8.8% 5.5% 10.4%
ASRS Domestic Equity -12.6% 4.8% 8.8% 4.1%
S&P Custom Index -12.6% 4.9% 7.9% 3.1%
ASRS Domestic Fixed Income 6.6% 4.0% 3.8% 5.6%
Lehman Aggregate Index 7.1% 4.1% 3.9% 5.7%
ASRS International Equity -10.9% 12.3% 16.1% 7.8%
MSCI ACWI ex-US/EAFE Index -6.2% 15.7% 18.6% 6.9%
ASRS Real Estate -9.3% n/a n/a n/a
NPI+ 100 Index 14.6% 17.8% 16.1% 13.7%

Historical Rates of Return

(Retirement & HBS)

Fiscal Year Return Fiscal Year Return Fiscal Year Return
2007-08 -7.60% 1999-00 10.00% 1991-92 14.62%
2006-07 17.80% 1998-99 16.80% 1990-91 7.99%
2005-06 9.80% 1997-98 21.30% 1989-90 9.52%
2004-05 8.50% 1996-97 20.60% 1988-89 14.33%
2003-04 17.50% 1995-96 16.70% 1987-88 3.10%
2002-03 2.40% 1994-95 17.78% 1986-87 11.80%
2001-02 -8.20% 1993-94 1.89% 1985-86 31.50%
2000-01 -6.70% 1992-93 16.74% 1984-85 32.10%
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(Retirement & HBS)

7/31/2007
8/31/2007
9/30/2007
10/31/2007
11/30/2007
12/31/2007
1/31/2008
2/29/2008
3/31/2008
4/30/2008
5/31/2008
6/30/2008

Monthly Returns

Total Fund
-2.06%
0.77%
2.76%
1.68%
-2.87%
-0.75%
-4.50%
-1.31%
-0.64%
3.85%
1.35%
-5.95%

US Equity

-3.64%

1
3
1

.35%
.31%
.71%

-4.65%
-0.56%
-6.22%
-2.84%
-0.59%

5
2

.49%
.29%

-8.10%

Fixed Inc

0.77%
1.19%
0.76%
0.91%
1.62%
0.26%
1.55%
0.04%
0.08%
0.01%
-0.67%
-0.08%

Intl Equity
-1.09%
-1.47%
3.74%
4.09%
-3.28%
-2.28%
-7.94%
0.84%
-2.11%
6.01%

1.78%
-8.66%

(Dollars in Millions)

Net Income from Investments

5,000.0

4.000.0
3,000.0 428429
2.000.0 -

1,000.0 -

2,013.9

368.6
1

3,228.8

1,803.4

2,230.9

4,310.5

0.0

-1,000.0 - 1999

-2,000.0

2000

)

(1,539.1)

N D

(1,768.1)

2003 2004 2005 2006

2007

/) )

(2,072.4)
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(Dollars in Thousands)

Fiscal

Year Invest Income + Market Appr -
1998-99 $394,337 $2,474,779
1999-00 416,594 1,625,595
2000-01 527,329 (2,038,932)
2001-02 485,535 (2,228,394)
2002-03 442,870 (51,437)
2003-04 447,623 2,811,047
2004-05 454,389 1,382,587
2005-06 523,997 1,758,899
2006-07 604,320 3,766,089
2007-08 654,878 (2,645,900)

Ten Year Review of Investment Income

Invest Expense
$26,215
28,273
27,525
25,218
22,801
29,885
33,584
51,957
59,891
81,419

= Net Income
$2,842,901
2,013,916
(1,539,128)
(1,768,077)
368,632
3,228,785
1,803,392
2,230,939
4,310,518
(2,072,441)
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Schedule Of Investments

(Dollars in Thousands)

Investments at

Fair Value Receivables Payables Total % of Total
Corporate Equity Securities $17,514,562 $- $- $17,514,562 67.4%
Fixed Income Securities
Corporate Debt Securities 2,466,076 - - 2,466,076 9.5
U.S. Treasury & Government
Securities 4,392,007 - - 4,392,007 16.9
Real Estate 513,861 3,866 - 517,727 2.0
Private Equity 129,339 52 10,560 118,831 .5
Opportunistic 76,426 - - 76,426 .3
Securities Lending 3,794,246 - 3,794,246 - -
Temporary Investments 1,641,778 2,105,043* 2,854,352** 892,469 3.4
Total Investments $30,528,295 $2,108,961 $6,659,158 $25,978,098 100.0%0
*Receivables Include: **pPayables Include:
Accrued Int & Dividends $ 73,166 Payable for Securities Purchased $1,245,434
Securities Sold 432,168 Forward Contract Payable 1,608,409
Forward Contracts Rec 1,599,699 Other Payables 509
Other Receivables 10
TOTAL $2,105,043 TOTAL $2,854,352

Note: A detail listing of investments is available upon request. Direct inquiries to: ASRS, 3300 North Central Avenue,
Phoenix, AZ 85012.
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Equity Portfolio Profile

Equity Sub-Sector Allocation
(Dollars in Thousands)

US Large Cap Equity
US Mid Cap Equity
US Small Cap Equity
Total US Equity

International Equity

Total Equity

Ten Largest Domestic Equity Holdings

% Of Domestic Equity Portfolio

EXXON MOBIL CORP
CHEVRON CORPORATION COM
GENERAL ELEC CO COM
MICROSOFT CORP COM

AT & T INC COM

PROCTER & GAMBLE CO COM
IBM CORP COM

JOHNSON & JOHNSON COM
CONOCOPHILLIPS

APPLE COMPUTER INC

TOTAL

Percent of Fund

36.87%
7.07
6.98

50.92%

17.09%

68.01%

2.15%
0.90
0.87
0.86
0.80
0.79
0.73
0.71
0.69
0.68

9.18%

$9,496,897
1,819,683
1,797,614
$13,114,194

$ 4,400,368

$17,514,562

Fair Market Value

Note: A detail listing of investments is available upon request. Direct inquiries to: ASRS, 3300 North Central Avenue,

Phoenix, AZ 85012.
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Distribution by Market Sector

ASRS Domestic Equity S&P 500 Index

FINANCIALS 13.85% 14.27%
HEALTH CARE 12.71 11.91
UTILITIES 3.87 3.99
CONSUMER DISCRETIONARY 9.76 8.12
CONSUMER STAPLES 8.74 10.80
ENERGY 15.35 16.20
INFORMATION TECHNOLOGY 15.99 16.42
MATERIALS 4.55 3.83
TELECOMMUNICATION SVCS 2.41 3.32
INDUSTRIALS 12.77 11.14
TOTAL 100.01%0 100.00%0

Ten Largest International Equity Holdings

%0 Of International Equity Portfolio

GLAXOSMITHKLINE ORD GBPO0.25 1.42%
NESTLE SA CHF1 1.31
ASTRAZENECA ORD USDO0.25 1.28
DEUTSCHE TELEKOM AG NPV (REGD) 1.21
NIPPON TEL & TEL CORP Y50000 1.14
SANOFI-AVENTIS EUR2 1.09
LVMH MOET HENNESSY EURO0.30 1.00
ROCHE HLDG AG GENUSSCHEINE NPV 0.87
FRANCE TELECOM EUR4 0.85
MIZUHO FINL GP NPV 0.84
TOTAL 11.01%

Summary of Broker Commissions

Commission

Domestic Equity $5,812,470
International Equity $3,021,750

Note: A detail listing of investments is available upon request. Direct inquiries to: ASRS, 3300 North Central Avenue,
Phoenix, AZ 85012.
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Distribution By Sector

Percent
Asset Backed Securities 2.8%
Commercial Mortgage Backed 9.1
Corporate Bonds 19.2
Government Agencies 9.3
Government Agencies CMO 1.4
Government Bonds 19.0
Government Mortgage Backed 36.9
Non-Government Backed CMOs 2.3
TOTAL 100.0%
Distribution By Coupon

Percent
0.00% - 6.5% 89.5%
6.51% - 7.50% 6.4
7.51% - 9.0% 2.9
> 9.00% 1.2
TOTAL 100.0%
Distribution By Maturity

Percent
0 to 2 years 11.8%
2 to 3 years 6.0
3 to 4 years 5.0
4 to 5 years 7.3
5 to 6 years 1.6
6 to 8 years 4.1
> 8 years 64.2
TOTAL 100.0%

Note: A detail listing of investments is available upon request. Direct inquiries to: ASRS, 3300 North Central Avenue,
Phoenix, AZ 85012.
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Fixed Income Porfolio Profile

Ten Largest Domestic Fixed Income Holdings

(Dollars in Thousands)
Fair
Coupon Maturity Par Value Market Value Percent
COMMIT TO PUR GNMA SF MTG 6.00 7/20/2038 $63,200 $64,148 1.05%
COMMIT TO PUR GNMA SF MTG 5.50 7/15/2038 58,200 57,909 0.95%
U S TREASURY NOTES 3.62 5/15/2013 55,000 55,801 0.92%
U S TREASURY NOTES 3.50 2/15/2018 55,505 53,413 0.88%
FNMA  POOL #0725205 5.00 3/01/2034 51,880 50,059 0.82%
COMMIT TO PUR FHLMC GOLD SFM 5.50 7/01/2038 58,829 58,665 0.96%
U S TREASURY BONDS 11.25 2/15/2015 29,000 41,973 0.69%
FNMA POOL #0889727 5.50 6/01/2038 59,143 58,947 0.97%
U S TREASURY NOTES 2.62 5/31/2010 40,925 40,954 0.67%
FNMA POOL #0786458 5.00 5/01/2034 41,522 40,007 0.66%
TOTAL $521,876 8.57%
Real Estate Portfolio Profile
Ten Largest Real Estate Managers
(Dollars in Thousands)
Fair Market %o of Real
Value Estate Portfolio
ASRS OWNED/OCCUPIED REAL ESTATE $56,725 11.04%
RREEF GL OPP 11 47,863 9.31%
ROTHSCHILD 43,167 8.40%
CIM URBAN REIT 41,734 8.12%
PRISA 11 35,778 6.96%
DUNE CAP MGMT 34,941 6.80%
CAPMARK 111 31,669 6.16%
CARLYLE RPF V 23,338 4.54%
TISHMAN VII LP 22,611 4.40%
TISHMAN VI FUND 22,451 4.37%
TOTAL $360,227 70.10%0

Note: A detail listing of investments is available upon request. Direct inquiries to: ASRS, 3300 North Central Avenue,
Phoenix, AZ 85012.
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Private Equity Portfolio Profile

Ten Largest Private Equity Managers

(Dollars in Thousands)
Fair Market %o of Private
Value Equity Portfolio
PLATINUM I1 LP $ 26,684 20.63%
TH LEE VI LP 25,163 19.45
WAYZATA OPP 11 14,709 11.37
WARBURG PINCUS X LP 10,400 8.04
LEVINE LMAN IV 8,851 6.84
PAUL CAPITAL IX LP 8,623 6.67
RESOLUTE FND I1 5,384 4.16
PINE BROOK 11 4,571 3.53
NEW MOUNTAIN 111 4,473 3.46
SILVER LAKES $4,441 3.43
TOTAL $113,299 87.60%

Opportunistic Portfolio Profile

Largest Opportunistic Equity Managers

(Dollars in Thousands)
Fair Market %o of Opportunistic
Value Portfolio
BLACKROCK MORTGAGE INVESTORS FUND $ 76,426 100.00%
TOTAL $76,426 100.00%

Note: A detail listing of investments is available upon request. Direct inquiries to: ASRS, 3300 North Central Avenue,
Phoenix, AZ 85012.
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Schedule of Broker Commissions -
Domestic Equity Trades

Average

Total Dollar Number of Commission

Domestic Broker Name Amount of Trades Shares Per Share Commission

INVESTMENT TECHNOLOGY GROUPS 3,496,033,604 106,781,429 0.01 $990,792
LEHMAN BROS INC 1,009,514,446 33,088,898 0.01 391,547
CITIGROUP GBL MKTS INC 690,075,263 20,175,875 0.01 246,887
CREDIT SUISSE 492,355,053 10,817,854 0.02 240,033
INSTINET CORP 430,074,628 14,223,484 0.02 264,606
GUZMAN & CO 339,801,067 6,447,750 0.03 170,088
JNK SECURITIES INC 322,858,039 8,383,473 0.01 92,020
JEFFERIES & CO INC 280,344,329 6,127,996 0.02 134,112
LIQUIDNET INC 256,428,193 8,169,689 0.02 186,416
UBS SECURITIES LLC 217,009,952 4,918,979 0.02 114,017
FRANK RUSSELL SEC INC 216,849,125 6,179,800 0.03 180,566
MERRILL LYNCH PIERCE FENNER SMITH INC 185,276,392 3,905,853 0.02 61,853
ROSENBLATT SECURITIES LLC 180,713,169 3,893,582 0.02 95,895
GOLDMAN SACHS & CO, 169,584,700 3,851,600 0.03 120,201
DEUTSCHE BK SECS INC 169,070,802 3,912,066 0.03 116,715
BNY CONVERGEX / LJR 168,158,559 3,590,142 0.02 84,681
WEEDEN & CO 164,048,628 3,977,459 0.03 100,575
LEHMAN BROS INTL 120,515,298 8,019,500 0.00 36,559
CANTOR FITZGERALD & CO INC 117,385,681 2,953,696 0.03 86,608
BEAR STEARNS & CO INC 115,408,119 2,956,514 0.04 118,627
CAP INSTL SVCS INC-EQUITIES 107,488,335 2,667,965 0.03 77,050
ACCESS SECURITIES INC 86,555,545 1,929,423 0.02 48,236
MORGAN STANLEY & CO INC 84,174,182 2,535,232 0.03 80,779
FIDELITY CAP MKTS (DIV OF NFSC) 80,247,115 2,118,606 0.03 65,984
MERRILL LYNCH PROFESSIONAL CLRG 75,633,522 2,241,539 0.03 67,479
CUTTONE & CO INC 70,327,874 1,638,050 0.03 40,951
JONESTRADING INSTL SVCS LLC 68,571,486 2,179,079 0.03 69,160
MORGAN J P SECS INC 67,755,340 1,576,996 0.04 70,146
BANC OF AMERICA SECS LLC 54,497,586 1,340,500 0.04 53,020
CIBC WORLD MARKETS CORP 52,706,751 1,309,295 0.03 44,855
RIDGE CLEARING & OUTSOURCING 50,472,158 1,128,850 0.03 29,637
THOMAS WEISEL PARTNERS 50,076,497 1,379,775 0.04 60,184
BERNSTEIN SANFORD C & CO 45,957,668 1,507,646 0.03 44,507
COWEN AND COMPANY LLC 45,393,947 1,139,995 0.05 51,916
WILLIAM BLAIR & CO 44,897,596 1,167,469 0.04 51,684
LABRANCHE FINANCIAL SVCS LLC 44,840,892 1,089,200 0.03 30,610
BEAR STEARNS SEC CORP 43,843,396 1,332,317 0.03 46,487
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Total Dollar

Average

Number of Commission

Domestic Broker Name Amount of Trades Shares Per Share Commission
CITATION GROUP 42,355,216 1,333,643 0.04 52,156
OPPENHEIMER & CO INC 41,138,261 1,470,141 0.05 67,962
ROCHDALE SECURITIES CORP 39,301,001 853,644 0.03 23,236
WACHOVIA CAPITAL MARKETS LLC 38,291,862 1,473,387 0.05 67,677
PIPER JAFFRAY & CO 33,667,002 987,009 0.04 44,144
MERRILL LYNCH PIERCE FENNER 32,508,116 1,031,436 0.01 10,301
BAIRD, ROBERT W & CO INC 32,227,601 1,017,821 0.04 45,442
GOLDMAN SACHS EXECUTION & CLEARING 29,907,661 882,785 0.01 8,875
CANACCORD ADAMS INC 26,512,106 676,718 0.04 28,477
UNX COM 23,336,637 1,291,942 0.02 19,965
FIRST ALBANY CAPITAL INC 22,636,134 575,900 0.03 16,058
NUTMEG SECURITIES 21,272,085 683,461 0.03 23,429
STIFEL NICOLAUS 21,088,324 516,548 0.05 23,795
KEYBANC CAPITAL MARKETS INC 20,890,254 491,846 0.04 21,944
ABEL NOSER CORP 18,171,925 611,728 0.02 10,578
RAYMOND JAMES & ASSOC INC 16,623,038 427,561 0.04 18,820
KNIGHT SEC BROADCORT 16,136,101 342,171 0.03 11,705
BNY CONVERGEX 15,818,674 441,225 0.04 18,535
BLOOMBERG TRADEBOOK LLC 15,705,243 491,900 0.02 7,379
SUNTRUST CAPITAL MARKETS INC 15,629,936 420,261 0.04 18,356
STEPHENS INC 15,496,432 371,678 0.04 16,649
PULSE TRADING LLC 15,101,312 299,579 0.02 6,442
MORGAN KEEGAN & CO INC 14,562,093 417,458 0.04 18,514
FUTURETRADE SECURITIES LLC 14,162,937 430,332 0.01 2,582
BNY BROKERAGE, NEW YORK 14,140,166 734,326 0.05 34,181
KEEFE BRUYETTE AND WOODS 13,263,508 416,972 0.04 18,264
PACIFIC CREST SEC 12,826,080 491,900 0.05 24,085
BNY ESI & CO INC 12,637,372 393,700 0.05 19,685
MIDWEST RESEARCH SECURITIES 11,355,023 316,141 0.04 12,629
ROTH CAPITAL PARTNERS LLC 11,173,008 416,336 0.04 16,454
SCOTT STRINGFELLOW INC 10,843,979 199,857 0.04 8,216
BOENNING & SCATTERGOOD 10,095,569 315,700 0.02 6,939
OTHER 278,221,046 12,617,167 0.03 323,514
GRAND TOTAL $11,172,040,638 324,099,849 $5,812,470

Note: A detail listing of broker commissions is available upon request. Direct inquiries to: ASRS, 3300 North Central

Avenue, Phoenix, AZ 85012.
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Domestic Broker Name

CREDIT SUISSE

GOLDMAN SACHS & CO

LEHMAN BROS INTL

MORGAN STANLEY & CO INC
CITIGROUP GLOBAL MARKETS LTD
CANTOR FITZGERALD EUROPE

J P MORGAN SECS LTD

BEAR STEARNS & CO INC

UBS EQUITIES

UBS WARBURG ASIA LTD
MERRILL LYNCH INTL

DEUTSCHE BK SECS INC

MERRILL LYNCH PIERCE FENNER
CREDIT LYONNAIS SECS

LEHMAN BROS INC

CREDIT AGRICOLE CHEUVREUX
MIZUHO SECURITIES USA INC.
CITIGROUP GBL MKTS/SALOMON
ABN AMRO BANK NV

ITG (EUROPE) LTD

SG SEC (LONDON) LTD

CREDIT SUISSE (EUROPE)

DAIWA SECS AMER INC

ABN AMRO SECS LLC

INSTINET EUROPE LIMITED
DRESDNER KLEINWORT SECS LTD
NOMURA SECS INTL

HSBC SECS INC

MACQUARIE EQUITIES LTD
INSTINET CORP

PERSHING DIVISION OF DLJ
BERENBERG GOSSLER & CIE
CITIGROUP GBL MKTS INC
MERRILL LYNCH PIERCE FENNER SMITH INC
CITIGROUP GLOBAL MARKETS U.K.
NOMURA SECS INTL INC
MACQUARIE SECURITIES LIMITED

Total Dollar
Amount of Trades

$171,418,812

170,109,166
165,887,575
127,265,603
122,534,639
106,977,778
90,338,936
87,023,089
85,895,620
77,598,767
74,361,549
74,357,725
59,240,183
58,065,811
54,418,878
51,836,360
51,153,243
50,164,178
48,883,820
48,019,950
43,801,597
43,119,209
42,813,533
42,408,321
36,544,522
31,275,730
29,524,048
29,108,751
28,000,305
25,825,987
24,882,932
24,569,325
24,206,929
24,013,953
23,303,477
21,668,643
20,026,885

Number of
Shares

5,655,743
15,994,713
18,666,433

7,406,714
16,533,969
29,104,271
11,220,216
10,756,404

3,168,999
12,715,434

4,005,358

7,412,958

3,765,557

1,817,948

1,189,480

3,033,033

2,047,700

3,156,112

5,398,665

7,789,993

2,355,981

1,346,919

5,434,232

1,151,981

7,716,518

5,669,243

3,914,285

2,522,979

8,700,244

2,596,514

963,128
1,075,225
1,034,770

328,829

6,007,375

1,589,027

5,518,677

Average
Commission
Per Share

0.03
0.01
0.01
0.02
0.01
0.00
0.01
0.01
0.04
0.01
0.03
0.01
0.02
0.03
0.03
0.02
0.02
0.02
0.01
0.00
0.03
0.06
0.00
0.06
0.00
0.01
0.00
0.02
0.00
0.00
0.04
0.01
0.04
0.02
0.01
0.01
0.00

Commission

$197,727
213,794
242,727
176,004
152,062
42,696
120,606
104,653
136,203
91,837
126,203
107,856
57,419
62,741
34,094
49,458
36,778
55,803
45,916
19,172
76,111
75,371
18,237
64,614
13,620
44,815
5,330
39,421
7,370
10,023
41,719
9,827
44,116
5,465
30,155
16,229
18,667
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Domestic Broker Name

CAZENOVE & CO

CALYON SECURITIES

DEUTSCHE BK INTL EQ

JP MORGAN SECS ASIA PACIFIC
UBS SECURITIES LLC

NOMURA INTERNATIONAL (HK) LTD
CHASE BK

PERSHING SECURITIES LTD

OTHER

GRAND TOTAL

Total Dollar

Amount of Trades

16,719,209
14,781,864
14,741,397
14,272,776
13,654,329
13,633,728
13,314,198
11,398,848
248,307,031

$2,651,469,210

Average
Number of Commission

Shares Per Share
1,880,108 0.00
9,266,166 0.00
1,763,465 0.00
7,952,114 0.00
369,125 0.04
5,640,262 0.00
101,652 0.20
577,167 0.03
51,503,390 0.01

307,819,076

Commission

6,843
26,984
2,776
4,575
14,313
8,170
19,980
18,219
325,050

$3,021,750

Note: A detail listing of broker commissions is available upon request. Direct inquiries to: ASRS, 3300 North Central

Avenue, Phoenix, AZ 85012.
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Actuarial Certification - Plan and HBS

Actuarial Certification Statement

This is to certify that Buck Consultants has prepared an actuarial valuation of the Arizona State Retirement
Plan as of June 30,2007. The Plan provisions are described in Title 38, Chapter 4, Article 2 of the Arizona
Revised Statutes. All benefits described in the statutes are reflected in this valuation, except that future PBI

and enhanced PBI awards are not valued.

Actuarial calculations have been made with respect to a total of 506,362 members — 224,001 active members,
193,696 inactive members, and 83,594 retired members and beneficiaries, and 5,071 members on long term

disability. In addition, there are 613 System retirees receiving ad hoc benefits from Plan assets.

The actuarial calculations establish a total benefit cost of 17.90% of the annual compensation of members.
'The total normal cost rate is 12.93% of compensation, and the required amortization payment determined in

accordance with Section 38-737 is 4.95% of compensation.

The actuarial cost factors as of June 30, 2007 are as follows:

1. Actuarial accrued liabilities
A. Liabilities due to member’s benefits
1. Active members
a. Retirement benefits
b. Health insurance premium supplement
c. Disability deferred retirement benefits
d. Pre-retirement death benefits
e. Withdrawal benefits
f. Total active members
2. Inactive members
3. Retired members and beneficiaries
4. Disabled members (deferred retirement)
5. Benefit increases for other-than-plan participants
6. Total present value of benefits
B. Other miscellaneous liabilities and reserves
C. Reserve for future PBls
D. Total actuarial accrued liability
1. Actuarial value of assets

I11.  Unfunded actuarial accrued liability (Item I - Item II)

IV.  Amortization of unfunded actuarial accrued liability (per Section 38-737)

V. Normal cost for the year
VI. Total contribution for the year (Item IV + Item V)

VII. Total covered payroll (projected to 2006/2007 plan year)

$12,442,215,899
946,156,185
627,965,761
316,030,712

582,410,255

VIII. Total contribution for fiscal years 2009 as a percentage of covered payroll

401(a) Account  401(h) Account  Total

$14,914,778,812
1,290,997,831
15,229,303,602
549,801,048

10,790,133

A. Employee Portion 8.95% 0.00%
B. Employer Portion 7.99% 0.96%
C. Total 16.94% 0.96%

8.95%
8.95%
17.90%

$31,995,671,426

$

1,185,342,610

(0]
0

453,925,357
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Actuarial Certification - Plan and HBS

'The Board adopted a new asset valuation method on November 15, 2002, to be effective for valuations on and

after June 30, 2002.

On November 21, 2003, the Board adopted assumptions to be effective for valuations on and after June 30,
2003. These assumptions are as follows:

1. Investment yield - 8% per annum.

2. Salary increases

Years of Merit Total Salary
Service Component Increase
1 5.00% 9.50%
2 4.00 8.50
3 2.50 7.00
4 1.80 6.30
5 1.40 5.90
6 1.25 5.75
7 1.00 5.50
8 0.80 5.30
9 0.75 5.25
10 0.50 5.00
11 to 19 0.25 4.75
20 or more 0.00 4.50
3. Rates of disability
Age Males Females
20 0.06% 0.07%
30 0.07 0.10
40 0.21 0.21
50 0.51 0.49
60 1.20 1.09

4. Rates of withdrawal - Sample ages and years of service

Years of Service - Male Members

Age 1 2 5 8 10+
20 36.42% 28.95% 13.64% 7.11% 12.77%
30 20.55 16.12 9.43 5.14 5.65
40 16.98 10.11 6.65 4.00 2.27
50 16.92 9.04 5.02 3.45 1.55
60 18.24 9.63 3.71 2.61 1.08
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Age
20
30
40
50
60

Years of Service - Female Members

5. Rates of retirement - Sample ages and years of service

Due to the valuation software change, the retirement rates this year include both retirement and withdrawal rates.

Age
50
55
60
62
65
70

Age
50
55
60
62
65
70

1 2 5 8 10+
30.53% 26.40% 20.77% 13.80% 21.48%
19.37 16.52 10.89 8.11 8.21
16.93 11.74 6.61 4.61 2.39
14.57 9.27 5.22 2.87 1.67
14.32 9.39 4.66 2.37 0.88

Years of Service - Male Members
10-14 20-24 25 30 31+
4.55% 5.55% 8.55% 19.05% 14.05%
4.13 7.13 17.38 18.63 13.63
8.08 24.83 27.83 36.08 31.08
31.10 41.10 44.10 56.10 51.10
31.23 31.23 34.23 36.23 31.23
31.80 31.80 34.80 36.80 31.80
Years of Service - Female Members
10-14 20-24 25 30 31+
4.67% 5.67% 8.67% 19.17% 14.17%
4.25 7.25 17.50 18.75 13.75
7.88 24.63 27.63 35.88 30.88
30.83 40.83 43.83 55.83 50.83
30.92 30.92 33.92 35.92 30.92
31.44 31.44 34.44 36.44 31.44

Deferred vested members are assumed to retire at their normal retirement age.

6.
7.

Mortality rates — 1994 GAM — Static, Projected to 2005 with Projection Scale AA, with no setback.

Mortality rates after disability - Post disablement mortality rates are based on experience of other large public

sector systems and ASRS’ own experience.

Future Retirees Eligible for the Health Insurance Premium Supplement - It is assumed that 75% of future retirees
will be eligible to receive the post-retirement health insurance premium supplement and that 60% of those retirees
will be eligible for the dependent premium supplement.
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9. Proportion of Vested Termination Members Who Will Not Withdraw Their Contributions - It is assumed that members
who terminate with five or more years of service (but prior to eligibility for retirement) will choose to receive the
enhanced refund option if the value of the enhanced refund option is greater than the present value of the deferred
benefit. Otherwise, the members are assumed to elect to receive the deferred benefit. If the member is assumed
to elect the enhanced refund refund option, then it is also assumed that the member forfeits the health insurance
premium supplement.

Members who terminate with less than five years of service are assume to withdraw their member contributions
with interest.

Members who terminate eligible for early retirement are assumed to commence payments.

10. Spouse Assumptions - We assume that 100% of the members are married. We also assume that the husband is
three years years older than the wife.

11. Valuation assets - Market value less ten year phase-in of Excess (Shortfall) Investment income.

12. Funding method - Projected unit-credit, as prescribed in Arizona Revised Statutes Section 38.757A.

'The actuarial calculations have been performed by qualified actuaries in accordance with accepted actuarial
procedures, based on the current provisions of the Plan and on the actuarial assumptions adopted by the

Board.

ASRS prepared all trend data schedules in the financial section and the supporting schedules in the actuarial
section of its Comprehensive Annual Financial Report.

Charles E. Chittenden, FSA, EA, MAAA
Principal and Consulting Actuary
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Actuarial Valuation of The Plan as of June 30, 2007

January 23, 2008

Retirement Board

Arizona State Retirement System
3300 North Central Avenue

14th Floor

Phoenix, Arizona 85012

Dear Retirement Board Members:

Actuarial Valuation of the Plan as of June 30, 2007

We certify that the information contained in the attached 2007 actuarial valuation report is accurate and fairly
presents the actuarial position of the Arizona State Retirement Plan (the Plan) as of June 30, 2007.

We have made all calculations for this report in conformity with generally accepted actuarial principles and
practices, and with the Actuarial Standards of Practice issued by the Actuarial Standards Board. In our opin-
ion, the report’s results comply with the requirements of the Arizona Constitution and statutes and, where
applicable, the Internal Revenue Code, the Employee Retirement Income Security Act of 1974 (ERISA), and
the Statements of the Governmental Accounting Standards Board. The undersigned actuaries are indepen-
dent. They are both Enrolled Actuaries, members of the American Academy of Actuaries and Fellows of the
Society of Actuaries. Both are experienced in performing valuations for large public retirement systems and
are fully qualified to provide actuarial services to the State of Arizona.

Actuarial Valuations

'The primary purpose of the valuation report is to determine the required member and employer contribution
rates, to describe the current financial condition of the Plan, and to analyze changes in the Plan’s condition. In
addition, the report provides information that ASRS requires in connection with Governmental Accounting

Standards Board Statement Number 25 and 43 (GASB Nos. 25 and 43), and it summarizes census data.
Valuations are performed annually, as of June 30, the last day of both the Plan year and ASRS’ fiscal year.

Funding Objectives

The actuarial valuation calculates the contribution rates payable by members and participating employers.
These rates, when applied to payroll, yield contribution amounts sufficient to provide for the normal cost and
to amortize the Unfunded Actuarial Accrued Liability (UAAL) over the period specified in the statutes. The
rate calculated becomes effective for the next Plan year. For example, the rate calculated in June 30, 2007,
valuation report (8.95% for each member and each employer) is applicable for the fiscal year beginning July 1,
2008.
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Actuarial Valuation of The Plan as of June 30, 2007

Funding Progress

The Legislature adopted a stair-step approach to increasing contribution rates, and set the rate at 6.9% for
fiscal year 2006 and 8.6% for fiscal year 2007. The 2006 valuation calculates the rate for fiscal 2008 as 9.10%.
'The 2007 valuation calculates a rate of 8.95% to become effective July 1,2008. These rates do not include
contributions to the LTD program. Actual contributions have matched the calculated contributions in recent
years except for temporary differences, and we assume that members and employers will continue to contrib-
ute the actuarially determined amounts. Contributing these amounts ensures the realization of funding
objectives.

Section 38-737 of the Arizona Revised Statutes specifies that the UAAL is to be amortized over a rolling
30-year period.

Benefit Provisions

This valuation reflects the following changes in Plan provisions:

1. Legislature changed offset percentages for Social Security disability and retirement
benefits and increased the pre-existing condition period for the LTD program.

2. Legislature extended the temporary Rural Health Insurance Subsidy for two years.

3. Post-doctoral scholars are exempt from ASRS membership.

4. Legislature expanded eligibility for Active Military Service Credit.

Section 11 gives details of benefit provisions.

Assumptions and Methods

We performed an experience study for the five-year period ended June 30, 2002, and recommended assump-
tion changes based on the findings. On November 21, 2003, the Board adopted our recommended actuarial
assumptions, to be effective June 30, 2003.

On November 15, 2002, the Board adopted a change in the method of valuing actuarial assets. The Board
removed the requirement that actuarial assets be within 20% of market value and prospectively changed the
period for recognizing investment gains or losses from five to ten years. Section 9 of this report provides
details of the assumptions and methods. The assumptions are internally consistent and are reasonably based
on the actual experience of the Plan. These assumptions are in full compliance with GASB Statement Nos. 25

and 43.

Data

ASRS staff supplied census data for retired, active, and inactive participants as of June 30, 2007. We have
not audited these data, but have examined them for reasonableness and consistency with the prior year’s data.
ASRS staff also supplied asset information.
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Trend Data and Supporting Schedules

ASRS prepared all trend data schedules in the financial section of ASRS’s Comprehensive Annual Financial
Report (CAFR). ASRS also prepared all supporting schedules in the actuarial section of the CAFR.

We look forward to discussing this report with you at your convenience.

Sincerely,

Charles E. Chittenden, FSA, MAAA, EA
Principal and Consulting Actuary

P Wpette Yo

Michelle Reding DeLange, FSA, EA, MAAA
Director, Consulting Actuary
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General Actuarial Information - Plan and HBS

'The following charts prepared by the actuary will serve to indicate some of the more important statistics
regarding the retirement program; each chart will identify each membership category separately where possible.

As of June 30,2007

Political
Subdivision
Active Members State Employees Teachers Employees Total
Number of members (active) 47,441 72,985 103,575 224,001
Average age 45.5 43.6 45.1 44.7
Average annual salary $43,565 $45,957 $36,118 $40,901
Average years of service 9.0 9.7 7.3 8.4
As of June 30,2007
Political
Subdivision
Retired Members State Employees Teachers Employees Total
Number of retirees 20,682 26,083 36,829 83,594
Average age 70.6 68.0 70.1 69.6
Average monthly benefit $1,385 $2,238 $1,232 $1,584
Average years of service 18.2 23.7 17.4 19.6

Of all plan retirees at June 30,2007, 58.4 % received annuities of more than $1,000 per month. 10.5 %
received less than $300 per month. Of the retirees 15.8 % are less than 60.0 years old, 56.4 % are between 60
and 75 years old, and 27.8% are over 75 years old.

One of the most critical factors bearing on retirement costs is that of changes in the average salary level of
active participants. The following chart will show, for five fiscal years, the average salary level for state employ-
ees, for teachers, and for political subdivision employees other than teachers, and the average for all groups
combined.

2002-03 2003-04 2004-05 2005-06 2006-07
State employees $35,262 $35,461 $40,270 $40,328 $43,565
Teachers 40,119 40,253 43,348 43,770 45,957
Political subdivision employees 29,181 29,775 32,877 33,211 36,118
All groups 33,998 34,372 37,853 38,185 40,901
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Funding Objective

'The funding objective of the Arizona State Retirement System is to maintain reasonable stable contribution
rates and to achieve an ultimate funded status of 100%. As of June 30, 2007, the date of the most recent
actuarial valuation, this funding level is 82.8%. When the present actuarial asset value of $26.477 billion is
compared to the actuarial liabilities, actuarial liabilities exceed actuarial assets by the amount of $5.519 billion.

A statutory change effective in 1998 requires that an actuarial valuation be performed only following even-
numbered years, rather than annually. This biannual valuation recommends contribution rates for a two-year
period. Effective July 1, 2005, additional statutory changes require annual valuations after fiscal year ended
June 30,2007. These rates do not include contributions to the LTD program.

Normal Costs and Required Contribution Rates
'The Plan’s normal cost for fiscal year (FY) 2006-2007 is 12.93% and for FY 2005-2006 is 13.41%. The

normal cost represents the present value cost, expressed as a percentage of pay, of the current level of benefits
provided by the Plan. The Plan has a positive unfunded actuarial accrued liability (an actuarial deficit), which
is treated as a debit on the Plan’s required contribution rate. Because of the actuarial deficit, the required
contribution rate is higher than the normal cost. If the actuarial value of assets and liabilities was equal, the
required contribution rate would be the same as the normal cost. Because liabilities exceed assets, the required
contribution rate is higher than the normal cost.

Components of the normal cost are as follows:

Retirement benefits 9.69
Health insurance premium supplement 0.57
Survivor benefits 0.33
Withdrawals 1.72
Long-term disability benefit 0.62
Total, normal cost 12.93
Amortization of the UAAL 4.95
Required contribution rate for FY 2008 17.88

Shared by employee and employer
Required contribution rate for FY 2008 8.94
Shared by employee and employer Divided by 2

Required matching contribution rate shared by
member and employer to the nearest 0.05% 8.95
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General Actuarial Information - Plan and HBS

Asset Valuation

e actuary determines the actuarial value of assets by recognizing investment gains and losses over a
'The ASRS actuary det the actuarial value of assets by recog g tment g dl

period of time. For gains and losses that occurred before fiscal 2002, the period is five years. For gains and
osses that occurred in fisc , or later years, the period is ten years. The gradual recognition of investmen
1 that d in fiscal 2002, or later years, the period is ten y 'The gradual recognit f tment
gains and losses reduces volatility in the year-to-year level of contribution rates.

Long-Term Disability Benefit

In addition to pension, health insurance, and survivor benefits, the ASRS also offers a long-term disability

benefit.

Effective October 1, 1995, to comply with Internal Revenue Code requirements, liabilities associated with
the long-term disability benefit were separated from the Plan. No assets were transferred to the LI'D fund.
Accordingly, the objectives of the funding method that the Board adopted for the LTD program have been:

¢+ To produce a positive cash flow
¢+ To maintain reasonably stable contribution rates
¢+ To build up the assets gradually
'The LTD contribution rate for fiscal year 2007 and fiscal year 2006 is 1.00 percent, shared equally by employ-

ees and employers.

Summary of Actuarial Method for Long-Term Disability Benefit

'The actuarial cost method is changed, effective for the 2005 valuation, to the projected credit method. Assets
are valued at market, less (or plus) an adjustment to reflect investment gains (or losses) over a 10-year period.
'This method applies to gains and losses incurred in fiscal 2006 and later years. The unfunded actuarial accrued
liability is amortized over 15 years in level dollar payments.

93



2008 Comprebensive Annwuval Financial Report
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'The Arizona State Retirement Plan makes provision for the retirement, disability, and death and survivor
benefits to all employees of the State, instrumentalities of the State and certain political subdivisions. The
major provisions of the Plan may be summarized as follows:

A. RETIREMENT BENEFITS

'The Arizona State Retirement Plan makes provision for the retirement, disability, and death and
survivor benefits to all employees of the State, instrumentalities of the State and certain political
subdivisions. The major provisions of the Plan may be summarized as follows:

A. RETIREMENT BENEFITS
1. Normal Retirement Date (the earliest of the following):
(a) an employee’s sixty-fifth birthday,

(b) an employee’s sixty-second birthday and completion of at least ten years of
credited service, or

(c) the first day immediately following the day that the sum of the employee’s age
and his years of total credited service equal eighty.

2. Monthly Life Annuity

The product of a benefit multiplier (as determined below) and the participant’s best 36
month average compensation (in last 120 months) multiplied by his or her years of total
credited service. Members who commenced membership prior to 1984 can use a 60-

month average and include additional types of compensation, if doing so produces a larger
result.

Years of Credited Service Benefit Multiplier

Less than 20 2.10%
20.0 to 24.99 2.15%
25.0 to 29.99 2.20%

30 or more 2.30%

Note: Members hired after the eftective date of the adoption of the graded multiplier have a
maximum benefit equal to 80% of their 36-month final average earnings.

3. Normal Retirement Benefits

'The sum of the monthly life annuity and any prior service benefits to which the employee was
entitled under the System.

4. Early Retirement

Age 50 with 5 or more years of credited service.
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Summary of Benefit Provisions - Plan and HBS

5. Early Retirement Benefits

If not eligible for normal retirement and at least age 50 with 5 years of total credited service,
normal retirement benefit earned to the date of retirement, reduced according to the following table:

Provided, however, that if the employee meets the Rule of 77 (but not the Rule of 80), the

reduction will be 3% for each unit below 80.

AGE AT DATE OF RETIREMENT

Years of
Service 50 51 52 53 54 55 56 57 58 59 60 61 62 63 64 65

5-10 35% 40% 45% 50% 55% 60% 65% 70% 75% 80% 85% 88% 91% 94% 97% 100%
10-19 44% 49% 54% 59% 64% 69% 74% 79% 84% 89% 94% 97% 100% 100% 100% 100%
20+ 50% 55% 60% 65% 70% 75% 80% 85% 90% 95% 100% 100% 100% 100% 100% 100%

6. Normal Form of Benefit

Straight life annuity payable monthly with benefits commencing on the day following the date of
termination of employment.

7. Optional Forms:

(a) joint and contingent annuity (with pop-up) with either 100%, 66-2/3% or 50% of the reduced
retirement income payable for the life of the contingent annuitant upon the death of the retiring
participant,

(b) period certain and life annuity (with pop-up) with either five or ten years of payments guaranteed, or
(c) a social security leveling option combined with any of the other forms of payment.
8. Minimum Benefit

'The minimum monthly benefit payable to a retired member who is at least age 75 and who has 20 or
more years of service is $600.

B. DISABILITY BENEFITS (for disability after June 30, 1988)
1. Long-Term disability

Monthly benefit equal to two-thirds of monthly compensation, reduced by any social security
disability or workers’ compensation benefits, payable commencing six months after date of
disability until the earlier of:

(a) Date of cessation of total disability, or
(b) Normal retirement date.

'This benefit is paid by a separate LI'D plan.
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2. Disability Payments if Participant Remains Disabled Through Normal Retirement Date

Monthly benefit participant would have received if service had continued to normal retirement
date assuming the participant’s salary remained at the level it was at his or her date of disability,
also provided that the amount of total credited service is limited to 30 years unless he or she had
more than 30 years at date of disability.

3. The minimum monthly benefit payable to a disabled participant is $50.00.

C. DISABILITY BENEFITS (for disability before July 1, 1988)
1. Eligibility
Age 50 with 5 years of service.
2. Benefit Amount

A life annuity that can be provided by the employee’s contribution account. Disability payments
after normal or early retirement eligibility are reduced by the actuarial value of the disability
payments made up to the date of normal or early retirement eligibility.

D. PRE-RETIREMENT DEATH BENEFITS
1. Eligibility
Applicable if death occurs prior to retirement.
2. Benefit
Any one of the following, at the option of the beneficiary:

(a) alump sum equal to the sum of (i) and (ii):
(i) two times participant’s contributions to the plan, with interest, and
(ii) the amount of the member’s employee and employer accounts, along with supplemental
credits, if any, transferred from the System to the Plan, with interest

(b) if (a) is greater than $5,000, the beneficiary may elect to receive a monthly income for five or
ten years certain and life thereafter which is actuarially equivalent to the amount in (a).

3. Death of an Active Participant After 15 Years of Credited Service or After Eligibility for
Early Retirement

Beneficiary receives a benefit in the form of a survivor annuity equal to the benefit that would
have been payable to the beneficiary if the participant had retired on the date of his or her death
and elected to receive an annuity payable in the form of joint and 100% survivor with the
beneficiary named as the joint pensioner.
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E. VESTING OF BENEFITS
1. Vesting

A participant is fully vested in his or her accrued benefit.

2. Benefits Upon Vesting
A fully vested participant is entitled to either:

(a) the enhanced refund option, or

(b) the retirement benefit payable at normal retirement earned to the date of participant’s
termination.

'The enhanced refund option allows employees who terminate prior to eligibility for
retirement to receive a refund of their employee contributions with interest. In addition, if
an employee has at least five years of service, he or she is also entitled to a share of the
employer contributions with interest. The share is 25% for employees with five years of
service and increases 15% for each additional year of service up to a maximum of 100% for
ten or more years of service. The board reduced the interest rate to be credited on refund
of contributions from 8% to 4%, effective June 30, 2005.

F. RETIREE HEALTH INSURANCE PREMIUM SUPPLEMENT
1. Eligibility

Retirement or disability after 5 years of credited service and covered by an employer-
sponsored group insurance program for which the retired or disabled member must pay

part of the cost. Employees who elect the enhanced refund option are not eligible for
this benefit.

2. Benefit

'The benefit is payable only with respect to allowable health insurance premiums for which

the participant is responsible. There is no benefit payable after the retirees die. The maximum
benefits for participants with 10 or more years of service are:

(a) with respect to premiums paid for retirees with member only coverage:
- $150 per month if the retiree is under age 65
- $100 per month if the retiree is 65 or over

(b) with respect to premiums paid for retirees with family coverage:

- $260 per month if the member and dependents are under age 65
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- $170 per month if the member and dependents are 65 or over
- $215 per month if the member is over age 65 and the dependent is under age 65
- $215 per month if the member is under age 65 and the dependent is over age 65

For employees with five to nine years of service the benefits are the same dollar amounts as
above multiplied by a vesting fraction equal to 10 percent for each completed year of service
(i.e., 50 percent to 90 percent).

See Section W for a discussion of the temporary benefit payable to retirees in “Rural” coverage
areas.

G. AUTOMATIC COST OF LIVING ADJUSTMENT BASED ON EXCESS
INVESTMENT EARNINGS

1. Permanent Benefit Increase (PBI)

Retirees who have been retired one year and IT'D members are eligible for a COLA up
to a maximum of a 4% increase. The COLA is paid from a reserve of “Excess Investment
Earnings.” If there are no “Excess Investment Earnings” in reserve then no COLA is paid.

2. Permanent Benefit Increase Enhancement

Provides retired members with at least ten years of service who have been retired five

or more years an additional benefit. For each complete 5-year period the member has
been retired an incremental benefit is paid if monies to pay the benefit are available. This
benefit is funded by an interest credit of 8.0% of the reserve for future PBIs.

PBI and enhanced PBI benefits are reflected in the valuation as soon as they are awarded.
Future PBI and enhanced PBI are not included in the valuation.

H. EMPLOYEE AND EMPLOYER CONTRIBUTIONS

'The contribution rate for the fiscal year beginning on July 1st is based on the results of the most
recent actuarial valuation as of the last day of the preceding plan year. Member’s contribution rate

is equal to the required employer contribution rate. The contribution rate for fiscal year 2008 is 9.1%
for each member and each employer, based on the 2006 actuarial valuation. The contribution rate for

fiscal year 2009 will be 8.95% based on the 2007 valuation.
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A.

Statement of Actuarial Methods and Assumptions
Used in Determining Cost - Plan and HBS

(AporTED BY BoARD AcTiON ON NOVEMBER 21, 2003)
EFFECTIVE 45 OF JUNE 30, 2004

Actuarial Assumptions
1.
2.

Investment Yield Rate
Mortality

(a) Pre-retirement

Age

20
25
30
35
40
45
50
55
60
65
70

(b) Post-retirement

8% per annum, compounded annually

1994 GAM - Static Table, Projected to 2005 with Projected
Scale AA, with no age setback. Rates at representative ages
are shown below.

Male Participants

0.000411
0.000592
0.000758
0.000805
0.000981
0.001366
0.002112
0.003583
0.006679
0.012447
0.020095

RATES OF MORTALITY (ACTIVE)

Female Participants

0.000238
0.000249
0.000314
0.000423
0.000600
0.000815
0.001183
0.002100
0.004201
0.008173
0.012993

Non Disabled rates are based on the 1994 GAM - Static
Table, Projected to 2005 with Projection Scale AA with no
age setback. Disabled rates are based on the experience

of other large public sector retirement systems and ASRS’
own experience. Rates at representative ages are shown
below.
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(AporTED BY BoARD AcTiON ON NOVEMBER 21, 2003)
EFFECTIVE 45 OF JUNE 30, 2004

RATES OF MORTALITY

Non-Disabled Disabled Non-Disabled Disabled
Age Male Participants Female Participants
20 0.000411 0.034940 0.000238 0.026939
25 0.000592 0.038887 0.000249 0.027444
30 0.000758 0.051102 0.000314 0.038302
35 0.000805 0.063544 0.000423 0.053927
40 0.000981 0.058807 0.000600 0.056984
45 0.001366 0.040921 0.000815 0.037586
50 0.002112 0.034742 0.001183 0.025696
55 0.003583 0.031356 0.002100 0.022836
60 0.006679 0.031109 0.004201 0.018029
65 0.012447 0.030861 0.008173 0.013934
70 0.020095 0.033730 0.012993 0.012993

3. Disability Rates

RATES OF DECREMENT DUE TO DISABILITY

Age Male Participants Female Participants
20 0.000575 0.000734
25 0.000638 0.000804
30 0.000730 0.001014
35 0.001096 0.001563
40 0.002111 0.002111
45 0.003358 0.003171
50 0.005128 0.004865
55 0.007715 0.007022
60 0.011992 0.010913
4, Withdrawal Rates Select and ultimate withdrawal rates are uses.
(for causes other than death,  Rates at representative ages are shown below:

disability or retirement)
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Statement of Actuarial Methods and Assumptions
Used in Determining Cost - Plan and HBS

(AporTED BY BoARD AcTiON ON NOVEMBER 21, 2003)
EFFECTIVE 45 OF JUNE 30, 2004

RATES OF DECREMENT DUE TO WITHDRAWAL
Years of Service
Age (0] 1 2 3 4 5 6 7 8 9 10+

Male Employees

20 0.3731 0.3642 0.2895 0.2545 0.1508 0.1364 0.0910 0.0843 0.0711 0.0763 0.1277
30 0.2267 0.2055 0.1612 0.1547 0.0917 0.0943 0.0714 0.0682 0.0514 0.0514 0.0565
40 0.1931 0.1698 0.1011 0.1015 0.0601 0.0665 0.0551 0.0546 0.0400 0.0383 0.0227
50 0.1892 0.1692 0.0904 0.0820 0.0458 0.0502 0.0466 0.0351 0.0345 0.0319 0.0155
60 0.2219 0.1824 0.0963 0.0848 0.0445 0.0371 0.0339 0.0333 0.0261 0.0246 0.0108
70 0.2604 0.2282 0.1320 0.1229 0.0616 0.0549 0.0369 0.0313 0.0220 0.0204 0.0180

Female Employees

20 0.3316 0.3053 0.2640 0.2596 0.2101 0.2077 0.1680 0.1405 0.1380 0.1285 0.2148
30 0.2015 0.1937 0.1652 0.1456 0.1094 0.1089 0.0930 0.0813 0.0811 0.0760 0.0821
40 0.1720 0.1693 0.1174 0.0930 0.0666 0.0661 0.0563 0.0482 0.0461 0.0417 0.0239
50 0.1698 0.1457 0.0927 0.0722 0.0528 0.0522 0.0426 0.0335 0.0287 0.0227 0.0167
60 0.1805 0.1432 0.0939 0.0731 0.0508 0.0466 0.0357 0.0275 0.0237 0.0190 0.0088
70 0.1916 0.1666 0.1199 0.0955 0.0622 0.0508 0.0363 0.0293 0.0311 0.0358 0.0144
5. Salary Scales A Select and ultimate salary scale made up of a merit

component and general salary increase component as follows:

Years of Service Merit Component Total Salary Increase*
@ €9 (©))
1 5.00% 9.50%
2 4.00% 8.50%
3 2.50% 7.00%
4 1.80% 6.30%
5 1.40% 5.90%
6 1.25% 5.75%
7 1.00% 5.50%
8 0.80% 5.30%
9 0.75% 5.25%
10 0.50% 5.00%
11 to 19 0.25% 4.75%
20 or more 0.00% 4.50%

*“Total salary increase rate = inflation (or growth) rate (4.25 %) + productivity increase rate (0.25 %) + merit component
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(AporTED BY BoArRD AcTION ON NOVEMBER 21, 2003)
EFrFECTIVE 45 OF JUNE 30, 2004

6. Retirement Age A Select and ultimate retirement rates are used. Rates at
representative ages and years of service are shown below:

RATES OF DECREMENT DUE TO RETIREMENT

Years of Service - Male Members

Age 0-4 5-9 10-14 15-19 20-24 25 26-29 30 31+
50 0.000 0.070 0.046 0.051 0.056 0.086 0.078 0.191 0.141
55 0.000 0.056 0.041 0.046 0.071 0.174 0.141 0.186 0.136
60 0.000 0.077 0.081 0.101 0.248 0.278 0.211 0.361 0.311
62 0.000 0.087 0.311 0.351 0.411 0.441 0.411 0.561 0.511
65 0.269 0.139 0.312 0.312 0.312 0.342 0.312 0.362 0.312
70 0.290 0.155 0.318 0.318 0.318 0.348 0.318 0.368 0.318

Years of Service - Female Members

Age 0-4 5-9 10-14 15-19 20-24 25 26-29 30 31+
50 0.000 0.072 0.047 0.052 0.057 0.087 0.079 0.192 0.142
55 0.000 0.068 0.043 0.048 0.073 0.175 0.143 0.188 0.138
60 0.000 0.087 0.079 0.099 0.246 0.276 0.209 0.359 0.309
62 0.000 0.097 0.308 0.348 0.408 0.438 0.408 0.558 0.508
65 0.217 0.147 0.309 0.309 0.309 0.339 0.309 0.359 0.309
70 0.222 0.151 0.314 0.314 0.314 0.344 0.314 0.364 0.314

Due to a valuation software change, the retirement rates this year include both retirement and
withdrawal rates.

Deferred vested members are assumed to retire at their normal retirement age.
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7. Future Retirees Eligible for the Health Insurance Premium Supplement

It is assumed that 75% of future retirees will be eligible to receive the post-retirement health
insurance premium supplement and that 60 % of those retirees will be eligible for the
dependent premium supplement.

8. Proportion of Vested Termination Members Who Will Not Withdraw Their Contributions

It is assumed that members who terminate with 5 or more years of service (but prior to
eligibility for retirement) will choose to receive the enhanced refund option if the value of the
enhanced refund option is greater than the present value of the deferred benefit. Otherwise the
members are assumed to elect to receive the deferred benefit. If the member is assumed to
elect the enhanced refund option, then it is also assumed that the member forfeits the
supplement.

Members who terminate with less than five years of service are assumed to withdraw their
member contributions with interest.

Members who terminate eligible for early retirement are assumed to commence payments.
9. Spouse Assumptions

We assume that 100% of the members are married. We also assume that the husband is
three years older than the wife.

Actuarial Value of Assets

The actuarial value of assets is equal to the market value of assets less a ten-year phase in (five-year
phase-in prior to June 30,2002) of the Excess (Shortfall) between expected investment return and
actual income. There is no corridor around market value within which the actuarial value is required

to fall.

Actuarial Funding Method

Costs are determined under the projected unit-credit method. The unfunded actuarial accrued
liability is funded on a level dollar basis over the period of time described in Section 38-737. For the
June 30, 2007 actuarial valuation, the period is 30 years.

Data for Valuation

In preparing the June 30, 2007 actuarial valuation, the actuary has relied on data and assets provided
by the staff of the Arizona State Retirement System. While not verifying the data at their source, the
actuary has performed tests for consistency and reasonableness.
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SCHEDULE OF PLAN ACTIVE MEMBER VALUATION DATA
Last 6 Years

Contributing Active Members

Valuation As of Annual Increase in
June 30 Number Annual Payroll Average Pay Average Pay
2002 198,970 $6,989,339,000 $35,128 5.7%
2003 202,398 7,296,827,756 36,052 2.6
2004 205,482 7,485,590,038 36,429 1.0
2005 212,202 8,032,457,947 37,853 3.9
2006 217,676 8,311,869,615 38,185 0.9
2007 224,001 9,161,803,726 40,901 7.1

SCHEDULE OF PLAN RETIREES ADDED TO AND REMOVED FROM ROLLS
Last 6 Years

Retirants and Beneficiaries Retirants and Beneficiaries Retirants and Beneficiaries

Added to Rolls Removed from Rolls Rolls End of Year

% Increase Average
Year Annual Annual Annual in Annual Annual
Ended No. Allowance No. Allowance No. Allowance Allowances* Allowances
2002 3,954 $ N/A 2,528 $ N/A 60,346 $ N/A 13.2% $16,457
2003 5,955 N/A 1,604 N/A 64,697 N/A 2.2 16,812
2004 6,430 169,063,326 2,196 26,982,679 68,931 1,230,025,859 6.1 17,844
2005 7,005 136,009,712 2,083 29,472,225 73,853 1,336,563,347 1.4 18,098
2006 7,143 170,867,676 2,498 32,717,257 78,498 1,474,713,766 3.8 18,787
2007 7,393 144,536,847 2,297 30,532,270 83,594 1,588,718,343 1.2 19,005
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Plan and HBS Schedules

SCHEDULE OF UNFUNDED (OVER) ACCRUED LIABILITIES - PLAN
Last 10 Years

Assets UAL as

Year as a % of Unfunded a % of

Ended Aggregate Actuarial Accrued (over) Accrued Active Active
June Accrued Value of Net Liabilities Liabilities Plan Member Member
30 Liabilities Plan Plan Assets Plan (UAL) Payroll Payroll
1998 $13,638,356,506 $16,168,476,400 119 $(2,530,119,894) $4,968,476,529 (50.9%)
1999 16,121,899,529 18,760,959,854 116 (2,639,060,325) 5,487,933,600 (48.1%)
2000 17,548,523,131 21,126,877,491 120 (3,578,354,360) 5,750,294,662 (62.2%)
2001 20,268,514,444 22,855,143,539 113 (2,586,629,095) 6,356,698,800 (40.7%)
2002 22,586,920,751 23,623,015,969 105 (1,036,095,218) 6,989,339,000 (14.8%)
2003 24,303,639,447 23,516,898,511 97 786,740,936 7,296,827,756 10.8%
2004 25,918,329,505 23,642,904,763 91 2,275,424,742 7,485,590,038 30.4%
2005 27,942,601,285 23,836,519,123 85 4,106,082,162 8,032,457,947 51.1%
2006 29,696,631,262 24,851,522,776 84 4,845,108,486 8,311,869,615 58.3%
2007 31,995,671,426 26,476,687,905 83 5,518,983,521 9,161,803,726 60.2%
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SOLVENCY TEST
Last 10 Years

Aggregate Accrued Liabilities for

@ @ 3)
Active Portion of Accrued
Members Liabilities Covered
Year Active Retirees (Employer Net Assets by Net Assets
Ended Member and Financed Available for Available for Benefits

30-Jun Contributions Beneficiaries Portion) Benefits (¢D) 2) 3)

1998
1999
2000
2001
2002
2003
2004
2005
2006
2007

$2,571,206,900
2,679,011,640
2,758,428,341
2,876,445,119
3,046,008,125
3,110,690,039
3,407,611,954
3,717,945,957
4,168,243,157
5,533,036,906

$5,530,497,100

6,454,089,795

8,817,967,086

9,589,562,912
10,597,364,389
11,428,652,014
12,421,950,646
13,522,905,728
14,576,747,255
15,789,894,783

$5,536,652,506
6,988,798,093
7,233,553,039
7,427,960,808
8,943,548,237
9,764,297,394
10,088,766,905
10,701,749,600
10,951,640,850
10,672,739,737

$16,168,476,400
18,760,959,854
21,126,877,491
22,855,143,539
23,623,015,969
23,516,898,511
23,642,904,763
23,836,519,123
24,851,522,776
26,476,687,905

100%
100%
100%
100%
100%
100%
100%
100%
100%
100%

100%
100%
100%
100%
100%
100%
100%
100%
100%
100%

145.7%
137.8%
132.0%
139.8%
111.2%
91.9%
77.4%
61.6%
55.8%
48.3%
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SCHEDULE OF RECOMMENDED VS. ACTUAL PLAN CONTRIBUTIONS

Last 10 Years
(In Thousands)

Year Ended
June 30

1998
1999
2000
2001
2002
2003
2004
2005
2006
2007

Active Member

Payroll
$5,164,000
5,488,000
5,750,000
6,564,000
6,989,000
7,297,000
7,486,000
8,032,000
8,312,000
9,162,000

Employee
Contributions

$152,376 *

152,917
124,931
133,504
135,275
142,356
377,436
403,269
570,581
766,625

Employer Retirement
Contribution Rate - Actual

3.05%
2.85%
2.17%
2.00%
2.00%
5.20%
5.20%
5.20%
6.90% **
8.60% **

Actuary Recommended
Contribution

3.05%
2.85%
2.17%
2.00%
2.00%
5.20%
5.20%
5.20%
7.75% **
7.75% **

* Excludes contributions of $884,669 for ASRS System members who contributed 7.49% during 1998.

** The 7.75% rate was determined in the 2004 valuation and would have applied to the 2006/2007 biennium. The
Legislature adopted a stair-step approach to increasing contribution rates and set the rate at 6.9% for fiscal 2006 and
8.6% for fiscal 2007.
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ANALYSIS OF FINANCIAL EXPERIENCE FOR THE PLAN
Last 10 Years

(In Millions)
Unfunded

Year Actuarial
Ended Liability Normal Contribu- Interest  On On Gain
June (UAAL), Cost for  tions for at 8% on Normal Contri- Expected Actual (Loss) for
30 Prior Year the Year the Year UAAL Cost butions  Total UAAL UAAL the Year
1998 (1,783.75) 506.17 (321.35) (142.70) 40.49 (12.85) (115.06) (1,713.98) (2,530.12) 816.14
1999 (2,530.12) 540.46 (347.97) (202.41) 43.24 (13.92) (173.09) (2,510.72) (2,639.06) 128.34
2000 (2,639.06) 601.15 (283.77) (211.12) 48.09 (11.35) (174.38) (2,496.06) (3,578.35) 1,082.29
2001 (3,578.35) 631.66 (367.20) (286.27) 50.53 (14.69) (250.42) (3,564.30) (2,586.63) (977.67)
2002 (2,586.63) 746.91 (321.78) (206.93) 59.75 (12.87) (160.05) (2,321.54) (1,036.10)  (1,285.44)
2003 (1,036.10) 831.73 (375.52) (82.89) 66.54 (15.02) (31.37) (611.26)  786.74 (1,397.97)
2004 786.74 950.78 (865.97) 62.94 76.06 (34.64) 104.36 97591  2,275.42 (1,299.51)
2005 2,275.42 1,010.22 (946.70) 182.03 80.82 (37.87) 224.98 2,563.94  4,106.08 (1,542.15)
2006 4,106.08 1,075.46  (1,265.19) 328.49 86.04 (50.61) 363.92 4,280.27  4,845.11 (564.84)
2007 4,845.11 1,171.61  (1,631.17) 387.61 93.73 (65.25) 416.09 4,801.64 5518.98 (717.34)
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buckconsultants /4

an ACsS company a < s

Jamzary 10, 2008

Retwement Board
3300 Noxth Ceniral Aveme
14* Floar

Phoenix, AZ B5012
Yaluxiien of the ASES Termn Diizahils as f Jume 30, 2007
Dear Retivesnent Board Members -

We certify that the soformation contamed i the attached 1007 acinamial valnation report is
Texrm Disabnlity Program {Hhe LTI Propram) s of Jone 30, 2007

We have made all calculatiors: for thit repot o confommity with peoemlly accepted actnanial
Standardst Boawl In o apimion, the report”™s resnlts conmby with the neqprivemnets of the:

are both Emmlled Acinanies, members of the Amenican Acadenty of Actuanes and Fellows of the
syitems and are fully quahified to provide actuarnial services b the State of Arcama

Actuaril Vahmbors
The pramary purpase f the vahmtion report i3 to defrsnmne: the: required mesmber and employer
contribution raiet. o deseyibe the corrent fmancial condition of the LTT) Propram, and s malyze

changest m the LTT Program™ condition  In addsbion, the repot provides mfiamation that ASRS
requires for i Conqprehrsive Aol Finaocial Repot and it somenanzes census data

Valuations are performed aomzmlly a2 of Jone 30 which iz the kst day of both the: 1'TT) Progyam
year and ASRS' fizcal year.

Tahor Center, 1200 7H Stast Suite 1200 - Dereer, GO 80202
Ta AR VTO0 « TR0 350 TR0 [fexd)
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Retwement Board
Janzry 10, 2008
Page 2

employert These raires, wihen applied to paymwll, yield contnbutim ameomt: snfcent to fond
ﬂl:nmlnnﬂphn the: amortization of unfimded actnaral acansed lability over a rolling 13-
mmhlinﬂhﬂﬂlmtm for each wﬂwﬂmiﬂ.ﬂ!ﬁﬂl
year begmmng July 1, 2008 The LTD propram 13 meetmy iz fimdmp oljectves.

Experience Sindi

Mottt of the azamnmpisows of the LTI program are alio asssnmitions «of the ASES defmed benefit
plan (the Flan) The acinary pesfonms experience: shydied for the Plan evesy fve yeant
Hedorically, nin separaie 1.TT) expesience siudws have been performed  ASES had an actnarml
andit of the 1.TD progmann™s: 2000 vahmhon In the: fohae, ASRS micnls i perform expenence
shadies Fim the LTI} propram on the: tame five-year cycle that it nies for the Flan. The: findt sixch

shady will cover the pexicd from Joby 1, 2002 o hane 30, 2007 and B expected to be compleled
m the first quartes of 2008

Benefit Provitim:

There bave been two changes: i henefit provuom: smree the last valnation The pre-exishing
conditiom perod wa merexed fiom three mamth to sx month: for mesnber: hired oo or afler
Joly 1, 10O Offtet peacentage for Socl Senwity disability hene Gt weze incresaed fiom 64%
o B4 and fior Socal Senwity retirements, from £3%4 (o 854 for member: who became disabled
on or aftex Joly 1, J00E.

The tesmni of the L'TT) Frogam ae axnmmarmed oo papes 13 o 15 of thet report. Thee is no
provizion for LT benefits to mevease for cott-of Living admstments

Asswmiions and Methad:
The msomption: are comtistent with the Flan and previoss: LTD Fropgram astmmplions.

We have miveduced mn astamptum this year to reflect acinal mtes of rminateom of camme that
are bower than thosar expected by the 1987 Commmsuoners’ Gronp Loog-Term Dissbalaty
Valuation Table. We lnaded the: accowed halnlities snd normmal cost by 10% to accommodate: the
lower actnal rates. Ouor experimnce sindy will tett thi assmaption , winch 22 fivit effectve n the
valnation = of July 1, 2{HF].

on which azawwpiior: and methods to e

ZhAdrns 1L D doe buckmnsultarlts AN

LR L |
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Retwement Board
Jamzary 10, 2008
FPage 3

The Board elected in nee the projected wnit credit method  Under thes method | acinanal paims {m
lostely are subtmacted from (or added to) the uniimded acharial scred lisbility.

Datn

ASRS ataff and VPA (the adewomztrator of the LTT) propgram) sopplied centiz data fim
paxticipants 22 of Jone 30, 3007 We have not audited thete data, bot have examaned thesn for
reazonablenst2 and contitieney with the prior year's data ASRS staff alan supplied aseet

s -

Trend Data and ine Scheduled

ASRS prepared all trend dain tchediles m the financial 2ectom of ASES” Comprehenarve
Arrmal Finsmrial Report (CAFR). ASRS also prepared all aupposting schedules in the actuarial
We lock forwand in discntsimy thes report with you at your convemenre.
Smcerely,

-_;._e":.-. -C{'.:-; .-:-_.:"'-_.":-"'-"-_."':_

Chavles E Chittenvlen FSA EA MAAA

.l"'.--_'l Y

Vet ?ﬂ%ﬁl&ﬁ%

ZArad IR LT Dkt e buckconsultants &
AN A CITIERITY & © n
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General Actuarial Information - LTD

Eftective October 1, 1995, to comply with Internal Revenue Code requirements, liabilities associated with
the long-term disability benefit were separated from the Plan. No assets were transferred to the LT'D fund.
Accordingly, the objectives of the funding method that the Board adopted for the LT'D program have been:

* To produce a positive cash flow
*  To maintain reasonably stable contribution rates
*  To build up the assets gradually

The following table summarizes the key results of the June 30,2007, actuarial valuation of the Arizona State
Retirement System (ASRS) Long Term Disability (LTD) Program.

(Amounts in 000s) 2006 2007
Normal Cost $ 45,907 $ 47,774
Actuarial Accrued Liability 574,701 604,486
Valuation Assets 194,297 231,685
Funded Status 33.81% 38.33%
Unfunded Actuarial

Accrued Liability (UAAL) 380,404 372,800
Past Service Cost 41,151 40,328
Annual Required

Contribution (ARC) 87,058 88,102
Payroll 8,311,870 9,161,804
ARC as % of payroll for

each employer and each member 0.52% 0.48%
UAAL as % of payroll 4.60% 4.10%

The following chart will serve to indicate some of the more important statistics regarding the long-term

disability program.

Number of LTD Open Claim Members 5,071
Average Age 54
Average Monthly Benefit $1,091
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Summary of Benefit Provisions

'The Arizona State Retirement System (ASRS) Long Term Disability (LT D) Program began on July 1, 1995.
The program covers ASRS LTD Program participants who become disabled on or after July 1,1995. ASRS
members who were receiving LT'D benefits prior to July 1,1995, were transferred to the program on October
1,1995. Contributions began July 1, 1995, and are paid 50% by employers and 50% by active members.

Below we have summarized the main provisions of the LTD Program.

Effective Date: The plan was established effective July 1, 1995.

Participation: To be eligible, members must be actively at work and engaged to work at least 20 weeks in a
fiscal year and at least 20 hours each week. Coverage is contingent on payment of premiums.

Contributions: Members are required to contribute to the LI'D Program in accordance with the schedule
ratified each year by the Board. The current rate is .50% of payroll. Employers have equal contributions, and
the Board allocates all contributions to the LT'D Program’s depository.

Qualifications for Benefit: Monthly benefits are not payable until a member has been totally disabled for a
period of six consecutive months. Monthly benefits are not payable to a member whose disability is due to the
tollowing:

1. an intentionally self-inflected injury

2. war, whether declared or not

3. aninjury incurred while engaged in a felonious criminal act or enterprise
4

an injury or sickness for which the member received medical treatment within six months before
the date of the member’s coverage under the LT'D Program. The restriction does not apply to a
member who was employed by a participating employer for twelve continuous months nor does it
apply to a member who was employed by an employer as of June 30, 1988.

Monthly benefits are not payable to a member who is receiving retirement benefits from ASRS.
Totally Disabled: A member is considered totally disabled if:

1. during the first thirty months of a period of disability, the member is unable to perform all duties
of the position held by the member when the member became totally disabled; and

2. for a member who has received monthly benefits for 24 or more total months, that a member is
unable to perform any work for compensation or gain for which the member is reasonably quali-
fied by education, training, or experience.

Benefit Amount: Benefits payable from the plan equal two-thirds of a member’s monthly compensation at
the time of disability. Benefits are offset by:

1. 85% of social security disability benefits that the member or the member’s dependents are eligible
to receive;

2. 85% of social security retirement benefits that the member is eligible to receive;

3. all of any worker’s compensation benefits;
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Summary of Benefit Provisions - LTD

4. all of any payments for a veteran’s disability if both of the following apply:

a) the veteran’s disability payment is for the same condition or a condition related to
the condition currently causing the member’s total disability;

b) the veteran’s disability is due to service in the armed forces of the United States;

5. all of any other benefits by reason of employment that are financed partly or wholly by an
employer, including payments for sick leave; and

6. 50% of any salary, wages, commissions, or similar pay that the member receives or is entitled
to receive from any gainful employment in which the member engages.

Benefit Period: Monthly benefits cease to be payable to a member at the earliest of the following:
1. the date the member ceases to be totally disabled;

2. the date the member ceases to be under the direct care of a doctor or refuses to undergo any

medical examination requested by the company selected by the Board to administer the LTD
Program;

3. the date the member withdraws employee contributions with interest and ceases to be a member;
and

4. the later of following:
a) the member’s normal retirement date;
b) the month following 60 months of payments if disability occurs before age 65;

¢) the month following attainment of age 70 if disability occurs at age 65 or after but
before age 69;

d) the month following twelve-months of payments if disability occurs at or after age 69.

Expenses: Expenses associated with the operation of the LT'D Program are payable by the LT'D Program.
'The fee schedule is as follows:

Administrative: $13,000 / month
New Claims Fee: $ 420/ claim

Claims Management: $ 29/ claim / year

Changes in Plan Terms Since the Prior Valuation: The pre-existing condition period was increased from
three months to six months for members hired on or after July 1,2008. Offset percentages for Social Security
disability benefits were increased from 64% to 85% and for Social Security retirements from 83% to 85% for
members who became disabled on or after July 1, 2008.
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Statement of Actuarial Methods and Assumptions

We have prepared this report on our actuarial valuation of the assets and liabilities of the Arizona State
Retirement System LT'D Program as of June 30, 2007, in accordance with generally accepted actuarial prin-
ciples, and with the requirements of GASB #43.

'The actuarial assumptions and methods on which our valuation has been based are, in our opinion, appropri-
ate for the purpose of our current valuation. The ASRS Board has adopted them in its meetings of April 14,
2006, and November 17, 2006.

We have not audited the data or the asset information used in this valuation, but believe them to be complete
and accurate.

Summary of Actuarial Method

The actuarial cost method is the projected unit credit method. Assets are valued at market, less (or plus) an
adjustment to reflect investment gains (or losses) over a 10-year period starting as of June 30,2006. The
unfunded actuarial accrued liability is amortized over 15 years in level dollar payments.

Summary of Actuarial Assumptions

'The majority of the assumptions used in LTD valuation are the same as those used in the valuation of the Plan
and are based on the most recent experience study which covers the five year period from July 1, 1997 through
June 30,2002. Those assumptions include the mortality table used for post retirement mortality, the assumed
retirement age, the probabilities of withdrawal from active service before age and service retirement, the pay
increase assumptions and the extent to which total active member payroll is expected to increase as a result of
inflation.

Discount Rate 8% per annum
Rates of Termination of Claims in Payment 1987 Commissioners’ Group Long Term Disability
due to Death or Recovery Valuation Table (1987 CGDT), applicable to plans
with a six-month elimination period.
Disability Incidence Rates for Active Members Age- and sex-based rates as developed for the Plan.
Rates at representative ages are given below:
Age  Males Females
20 0.06% 0.70%
30 0.07% 0.10%
40 0.21% 0.21%
50 0.51% 0.49%
60 1.20% 1.09%
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Offsets for Disabled Members

Offsets for Active Members

Administrative Expense Reserve for
Active Members

Actual Rates of Termination of Claims

Changes in Assumptions Since the Prior
Valulation

All other assumptions are the same as those used
in the valuation of the Plan.

We are assuming that the amounts that the admin-
istrator reports as offsets (other than overpayment
offsets) will continue to apply to each member’s
benefit until that benefit expires. For members
within first three years of receipt of LI'D benefits,
we have adjusted benefit amounts to reflect future
offsets.

We assume that these offsets reduce the gross
benefits by 39% since that is the average reduction
for current open claims. We also assume that the
weighted average months of overpayment is equal
to 19 months.

We assume that LTD Program benefits, after all
applicable offsets, are 59.7% of the benefits before
the offsets. This is the percentage that applies for
currently disabled members and is based on the
actual offsets as of June 30, 2005.

2.8% of projected claim liabilities. This is the
percentage that applies for currently disabled
members.

Total liabilities are loaded 10% to reflect the lower
actual rates of termination of claims.

The only change for the June 30, 2007 valuation is
to add the load for actual rates of termination of
claims as described above.
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SCHEDULE OF BENEFIT RECIPIENTS ADDED TO AND REMOVED FROM ROLLS
LAST 6 YEARS

Valuation
As Of
June 30

2002
2003
2004
2005
2006
2007

Retirants and Beneficiaries
Added to Rolls

Retirants and Beneficiaries

Removed from Rolls

Retirants and Beneficiaries
Rolls End of Year

No.
N/A
1,001
865
926
840
800

Annual
Allowance

N/A

13,286,461
14,403,292
15,285,111
16,021,268
15,958,305

No.
N/A
730
742
671
761
747

Annual
Allowance

N/A
12,430,021
9,301,684
11,000,763
17,279,900
13,886,858

SCHEDULE OF UNFUNDED (OVER) ACCRUED LIABILITIES - LTD
LAST 6 YEARS (in thousands)

Year
Ended
June 30

2004
2005
2006
2007

Aggregate
Accrued
Liabilities
Plan
$544,205
577,405
574,701

604,486

Actuarial

Value of

Net Plan
Assets

$137,861

164,834
194,297
231,685

Information prior to 2004 is not available.

Assets as a
%o of
Accrued
Liabilities
Plan

25.3%
28.5%
33.8%

38.3%

% Increase  Average
Annual in Annual Annual
No. Allowance Allowances Allowances
4,290 55,341,168 N/A 2,900
4,561 56,197,608 1.5% 2,321
4,684 61,299,216 9.1% 3,087
4,939 65,583,564 7.0% 3,279
5,018 64,324,932 -1.9% 2,819
5,071 66,396,379 3.2% 13,093
UAL as a
Unfunded % of
(Over) Accrued Active
Liabilities Active Member Member
Plan (UAL) Payroll Payroll
$406,344 $7,458,590 5.4%
412,572 8,032,458 5.1%
380,404 8,311,870 4.6%
372,800 9,161,804 4.1%
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SOLVENCY TEST
Last 6 Years

Aggregate Accrued Liabilities for

@ @ 3)
Active Portion of Accrued
Members Liabilities Covered

Year Active Retirees (Employer Net Assets by Net Assets
Ended Member and Financed Available for Available for Benefits
June 30 Contributions Beneficiaries Portion) Benefits (¢D) 2) 3)
2002 - $208,806,380 $22,398,485 $116,808,750 100% 56% 0%
2003 - 222,703,620 26,415,435 110,201,395 100% 49% 0%
2004 - 243,713,353 300,491,725* 137,861,118 100% 57% 0%
2005 - 258,735,220 318,670,078 164,833,736 100% 64% 0%
2006 - 247,576,703 327,124,018 194,296,619 100% 78% 0%
2007 - 274,946,786 329,538,761 231,685,240 100% 84% 0%

* The 2004 valuation results are from a study of the effects of adopting GASB #43. The formal valuation report did not
use the GASB methodology.

SCHEDULE OF RECOMMENDED VS. ACTUAL LTD CONTRIBUTIONS
LAST 10 YEARS

(in Thousands)
Employer
Retirement
Year Active Contribution Actuary

Ended Member Employee Rate Recommended
June 30 Payroll Contributions Actual Contribution
1998 $5,164,000 $25,820 0.50% 0.50%
1999 5,488,000 27,440 0.50% 0.50%
2000 5,750,000 28,750 0.50% 0.50%
2001 6,564,000 32,820 0.50% 0.50%
2002 6,989,000 34,945 0.50% 0.50%
2003 7,297,000 36,485 0.50% 0.50%
2004 7,486,000 37,430 0.50% 0.50%
2005 8,032,000 40,160 0.50% 0.50%
2006 8,312,000 41,560 0.50% 0.50%
2007 9,162,000 45,810 0.50% 0.50%
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ANALYSIS OF FINANCIAL EXPERIENCE FOR LTD

1. Change in Open Claims Reserves

The increase in the reserves for payments not yet due on disabled lives may be summarized as follows:

@
)
©
C))
©

Open Claims Reserve liability on July 1, 2006
Change in reserve on 4,271 continuing disabled lives
Reserves released on terminated lives

Reserves added on new lives

Open Claims Reserve liability on June 30, 2007
=@ + )+ (c) +(d)

2. Development of Liability (Gain)/Loss

®
(b)
©
C))

e
®
)]
@)

Actuarial Accrued Liability as of July 1, 2006
Normal Cost for 2006/2007
Expected Benefit Payment for 2006/2007

Expected Actuarial Accrued Liability on June 30, 2007
=((@)+(b) ) x1.08 — (c) x (1 + .08 x 13/24)

Change in Plan Terms
Change in Assumptions
Liability (Gain)/Loss

Actual Actuarial Accrued Liability on June 30, 2007
=@+ @+ @+

3. Development of Actuarial Value of Assets

@

(b)

©
C))

Excess (Shortfall) of Investment Income:
(i) Current Year

(ii) Current Year -1

Deferral of Excess (Shortfall):
(i) Current Year (90% Deferral)
(i) Current Year -1  (80% Deferral)

(ii) Total Deferred for Year

Market Value of Assets as of June 30, 2007

Actuarial Value of Assets s of June 30, 2007
= (c) - (b)(iD)

4. Development of Asset (Gain)/Loss

Lives
5,018
N/A
(747)
800

5,071

$574,700,721
45,907,451
68,317,000

598,979,423
(52,203,778)
54,286,797
3,423,105

604,485,547

$11,421,699
1,895,241

10,279,529
1,516,193
11,795,722
243,480,962

231,685,240

Reserves
$241,283,260
(7,467,796)
(22,436,070)
56,236,619

267,616,013
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() Actuarial Value of Assets as of July 1, 2006

(b) Contributions

(©) Actual Benefit Payments for 2005

(d) Expected Investment Income at 8% Return

(e) Expected Actuarial Assets as of June 30, 2007
=@ + (b)-(c) +(d)

) Gain/(Loss) on Actuarial Assets

(9) Actuarial Assets as of June 30, 2007
=®+©

$194,296,619
89,036,990
69,222,105
16,105,585

230,217,089
1,468,151

231,685,240

The asset gain is due to investment earnings on actuarial assets in excess of expected.

The actual net return on actuarial assets was 8.73%, compared to the assumption of 8%.

5. Analysis of Incurred But Not Open (IBNO) Reserves

() IBNO Reserves as at 7/1/2006

(b) Reserve for Newly Opened Claims as of 7/1/2007 with
Disability Date between 1/1/2006 and 7/1/2006

(© Reserve for Newly Open Claims as of 7/1/2007 with
Disability Date prior to 1/1/2006

(d) (Gain)/Loss = (b) + (¢) - (a)

6. Analysis of VPA Offsets

$27,799,532

22,250,547

9,144,767
3,595,782

Amount of

Monthly
Description of Offset from VPA Offsets
Social Security Disability $2,216,618
Social Security Retirement 117,068
Other 509,403
Total m

Number
With
Offsets
$3,643
155
1,072

$4,870
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Summary of Legislative Plan Changes

'The assumptions unique to the LT'D valuation were as follows:

A.

LEGISLATED PLAN CHANGES ENACTED BY THE 1989 LEGISLATURE OF
THE STATE OF ARIZONA

1. Projected Unit Credit (PUC) Funding Method

Beginning with the June 30, 1989 actuarial valuation, the total employee and employer contributions
payable beginning July 1, 1990 shall be determined using the Projected Unit-Credit (PUC) funding
method.

2. $12,000 Minimum Average Compensation for Current Retirees

Recalculation of the retirement benefit for all plan members retired before June 30, 1989 who had 10
years of credited service using a minimum average compensation of one thousand dollars per month.

3. 2.0% Ad Hoc COLAs

*  Effective July 1, 1989, all members retired on or before June 30, 1988 shall receive a 2.0%
permanent benefit increase to their December 31, 1988 base benefit.

*  Effective July 1, 1990, all members retired on or before June 30, 1989 shall receive a 2.0%
permanent benefit increase to their June 30, 1990 base benefit.

4. Early Retirement Window
During the period of May 15, 1989 through November 14, 1989 a member who is eligible for either

Normal Retirement or Early Retirement with age plus credited service at least equal to 80, may retire
and receive a benefit calculated using a 2.2% multiplier instead of the 2.0% multiplier in effect at that
time.

5. 3.0% Tax Equity Allowance

Retroactive to the later of January 1, 1989 or the date payments commence, each member retiring on
or before September 14, 1989 shall receive a tax equity benefit allowance consisting of a permanent

increase of 3.0% in his or her January 1, 1989 base benefit.

LEGISLATED PLAN CHANGES ENACTED BY THE 1990 LEGISLATURE OF
THE STATE OF ARIZONA

1. Rule of 82

Effective May 1, 1990, the number of points (sum of member’s age and years of service) required to
be eligible for normal retirement shall be reduced from 85 to 82. Also, the early retirement reduction
factor for employees with 77 or more points but less than 82 points shall be 3% for each point or
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fraction thereof less than 82.
2. 3.0% Tax Equity Allowance

Each member who retires between September 15,1989 and September 14, 1990 shall receive a tax
equity benefit allowance consisting of a permanent increase of 3.0% in his or her base benefit, retroac-
tive to the date of retirement.

3. Graded Vesting for Health Insurance Premium Supplement

'The Health Insurance Premium Supplement is extended to those qualifying members with between
five and nine years of service. The member will be eligible to receive 10% of the benefit for each
completed year of service (i.e., 50% to 90%).

C. LEGISLATED PLAN CHANGES ENACTED BY THE 1991 LEGISLATURE OF
THE STATE OF ARIZONA

1. 3.0% Tax Equity Allowance

Each member who retires between September 15,1990 and September 14, 1991 shall receive a tax
equity benefit allowance consisting of a permanent increase of 3.0% in his or her base benefit, retroac-
tive to the date of retirement.

2. Recalculation of Retiree Benefits Using 2.0% Benefit Multiplier

Each retired member with at least 10 years of service who retired prior to June 30, 1985 shall have his
or her benefit recomputed. The recomputed benefit shall be equal to 2% times final average earnings
times credited service plus an additional $2 for each year of service. The retired member will receive
the larger of the recalculated benefit or his/her current benefit. This increase is effective October 1,

1991.
3. 2.3% Ad Hoc Increase

Effective July 1, 1991 all members retired on or before June 30, 1990 shall receive a 2.3% permanent
benefit increase in their June 30, 1991 base benefit.

4. Rule of 80

Effective July 1, 1992, the number of points (sum of member’s age and years of service) required to be
eligible for normal retirement shall be reduced from 82 to 80. (For continuation purposes this legisla-
tion is not reflected until the 1993/94 fiscal year).

5. Pop-up Option

A pop-up option is added for retiring members who first participate in the Plan on or after December
31,1991.
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LEGISLATED PLAN CHANGES ENACTED BY THE 1992 LEGISLATURE OF
THE STATE OF ARIZONA

1. 3.0% Tax Equity Allowance

Each member who retires between September 15,1991 and September 14, 1992 shall receive a tax
equity benefit allowance consisting of a permanent increase of 3.0% in his or her base benefit, retroac-
tive to the date of retirement.

2. Minimum Retiree Benefit

Each retiree of the Arizona State Retirement Plan who is at least age 75 on December 31,1992 and
who had at least ten years of service upon retirement from the plan ten years of service upon retire-
ment from the plan shall be eligible for a minimum benefit. If the eligible retiree had at least ten
years of service but less than fifteen years, his minimum benefit is $350 a month. If the eligible retiree
had at least fifteen years of service but less than twenty, his minimum benefit is $500. If the eligible
retiree had at least twenty years of service his minimum benefit is $600. The minimum benefit shall be
compared to the retiree’s current benefit (including all ad hoc increases).

3. 5% Ad Hoc Increase

Effective November 1, 1992 all members retired on or before October 31, 1992 shall receive a 5%
permanent benefit increase in their October 31, 1992 benefit.

4. Forfeited Service Repurchase

Any present active member who has previously forfeited service has until December 31,1994 to
repurchase the forfeited service by paying the Plan the employee and employer contributions (accu-
mulated with interest) which would have been contributed during the member’s period of forfeited
service.

5. Repurchase of Service Due to Reduction in Force

Any present active member who was terminated prior to December 31,1992 as a result of a required
reduction in force may purchase the credited service for the following period of unemployment if the
member had five or more years of service at the time of termination and resumed employment with a
participating employer within two years of termination. The cost of the repurchase is the total of the
employee and employer contribution (accumulated with interest) which would have been contributed
during the member’s period of unemployment.

6. Change in Section 38-781.05 Funding Method

Section 38-781.05 of the plan was amended so that the funding period for the Plan would continue
to be the period between valuation and June 30, 2003 as long as the Plan has a negative Unfunded
Actuarial Accrued Liability. If the Plan were to have a positive UAAL, then the old funding mecha-
nism would apply.
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E. LEGISLATED PLAN CHANGES ENACTED BY THE 1993 LEGISLATURE OF
THE STATE OF ARIZONA

1. No benefit changes were passed by the 1993 Legislature.

However, the Legislature passed legislation to reduce the required contribution rate of 4.09% down to
3.14%.

F. LEGISLATED PLAN CHANGES ENACTED BY THE 1994 LEGISLATURE OF
THE STATE OF ARIZONA

1. Minimum LITD Benefit
Each member on long term disability will receive a minimum monthly benefit of $50.
2. Minimum Retiree Benefit

Each retiree of the Arizona State Retirement Plan who is at least age 75 and who had 20 or more
years of service at retirement will receive a minimum monthly benefit of $600.

3. Pop-up Benefit

Members who retired prior to January 1, 1992 and who elected a Joint and Survivor option shall
receive a “Pop-up” in their retirement income if their beneficiary pre-deceases them.

4. Excess Investment Earnings COLA

Retirees at least age 55 who have been retired at least one year and members on long-term disability
are eligible to receive a cost-of-living adjustment equal to one-half the increase in CPI for the prior
calendar year. The COLA will be paid from a reserve of Excess Investment Earnings. If there are no
Excess Investment Earnings in reserve, no COLA will be granted.

5. Change in Section 38-737 Funding Period

Section 38-737 was amended to change the funding period of the Plan to a rolling 30-year period.
'The change is to be phased-in over the next nineteen years. If the Plan ceases to have a surplus, the
tunding period would immediately go to 30-years.
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LEGISLATED PLAN CHANGES ENACTED BY THE 1995 LEGISLATURE OF
THE STATE OF ARIZONA

1. Change in Maximum Increase Provided by Excess Investment Earnings COLA

'The maximum COLA payable from Excess Investment Earnings was increased from 50% to 100% of
the increase in the CPL.

2. Removal of LTD Benefit from the Plan

'The Legislature established a new LTD program and removed the LTD benefit from the Plan.
Liabilities for current LTD recipients will be transferred to the new LT'D program effective October
1,1995.

3. Creation of Separate Account for the Health Premium Supplement

'The Health Premium Supplement benefit is to be separated into a 401(h) account. The assets and
liabilities associated with the Health Premium Supplement will be accounted for separately.

LEGISLATED PLAN CHANGES ENACTED BY THE 1996 LEGISLATURE OF
THE STATE OF ARIZONA

1. No material changes.

LEGISLATED PLAN CHANGES ENACTED BY THE 1997 LEGISLATURE OF
THE STATE OF ARIZONA

1. Creation of family Health Supplement.

Allows unused portion of the Health Supplement of a member or dependent to be used to pay the
other recipient’s health insurance premium.

2. The calculation methodology for the Excess Investment Earnings COLA was modified.

3. The contribution rate will be determined on a biennial cycle beginning with the 2000 fiscal year.

LEGISLATED PLAN CHANGES ENACTED BY THE 1998 LEGISLATURE OF
THE STATE OF ARIZONA

1. No material changes.
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K. LEGISLATED PLAN CHANGES ENACTED BY THE 1999 LEGISLATURE OF
THE STATE OF ARIZONA

1. Enhanced Refund Option

Employees who terminate prior to eligibility for retirement may elect to receive a refund of their
employee contributions with interest. If the employee has at least five years of service, the employee is
also entitled to a share of the employer contributions with interest. The share is 50% with five years of
service and increases 10% for each additional year of service to a maximum of 100% for ten or more
years of service.

2. Benefit Multiplier Increased to 2.1%
'The benefit multiplier increased from 2.0% to 2.1% effective July 1, 2000.
3. 5% Ad Hoc Increase
A 5% retiree ad hoc increase for retirees and beneficiaries effective July 1, 2000.
4. Increase in Maximum Service While on LTD
Increase in the maximum amount of service that may be accrued while on LTD from 25 to 30.
5. Changes in Permanent Benefit Increase COLA
a. 'The maximum aggregate COLA was increased from 3% to 4%.
b. 'The threshold for determining “Excess Earnings” was lowered from 9% to 8%.

c. The limitation of the COLA to the increase in the CPI was removed.

L. LEGISLATED PLAN CHANGES ENACTED BY THE 2000 LEGISLATURE OF
THE STATE OF ARIZONA

1. The age restriction on the Permanent Benefit Increase was eliminated.
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LEGISLATED PLAN CHANGES ENACTED BY THE 2001 LEGISLATURE OF
THE STATE OF ARIZONA

1. Health Insurance Premium Benefit Increase
Increases the health insurance premium benefit for eligible members as follows:

*  Benefit for Medicare eligible member with member only coverage increased from $65 to
$100

* Benefit for non-Medicare eligible member with member only coverage increased from
$95 to $150

*  Benefit for family coverage where member and dependent are non-Medicare eligible
increased from $175 to $260

*  Benefit for family coverage where member and dependent are Medicare eligible increased

from $115 to $170

*  Benefit for family coverage where member is Medicare eligible and dependent is non-

Medicare eligible increased from $145 to $215

*  Benefit for family coverage where member is non-Medicare eligible and dependent is

Medicare eligible increased from $145 to $215
2. Graded Multiplier

Provides a graded multiplier in the retirement benefit formula, increasing with years of service accord-
ing to the following:

* 0.00 to 19.99 Years of Service 2.10%

e 20.00 to 24.99 Years of Service 2.15%

e 25.00 to 29.99 Years of Service 2.20%

*  30.00 or More Years of Service 2.30%
3. Employer Option Service Purchase Incentive

Permits an employer to offer a member who is eligible to retire under the Rule of 80 a contract to
work an additional three years of employment. No contributions are made to ASRS during the
contract. If the employee completes the contract, then they receive an additional three years of service
with the option to purchase three more years of service.

4. Permanent Benefit Increase Enhancement

Provides that interest at a rate of 8% be credited on the funds held in reserve for the permanent
benefit increase (PBI). This interest will then be used to fund an additional increase for retirees who
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have at least 10 years of service and who have been retired at least five years. The increase is incremen-
tal for each five years of retirement.

5. Temporary Rural Health Insurance Premium Benefit

In addition to the premium benefit paid to ASRS retired and disabled members, the Legislature
granted a temporary benefit for retired and disabled members who live in areas of the state not served
by a managed care program (HMO) and who have 10 years of credited service in the following
amounts:

*  Benefit for Medicare eligible member with member only coverage of $170 per month

*  Benefit for non-Medicare eligible member with member only coverage of $300 per
month

*  Benefit for Medicare eligible members with Medicare eligible dependent with family
coverage of $350 per month

*  Benefit for non-Medicare eligible members with non-Medicare eligible dependent with
family coverage of $600 per month

*  Benefit for Medicare eligible members with non-Medicare eligible dependent with family
coverage of $470 per month

*  Benefit for non-Medicare eligible members with Medicare eligible dependent with family
coverage of $470 per month

6. Partial Lump Sum Option

Allows a retiring member to receive a portion of his benefit in a lump sum payment. The lump sum is
limited to a maximum of 36 monthly payments. The member’s monthly annuity is actuarially reduced
to reflect the lump sum payment.

7. Maximum Benefit

Members who are hired after the date the graded multiplier became law have a maximum benefit
equal to 80% of the member’s 36-month final average earnings.

N. LEGISLATED PLAN CHANGES ENACTED BY THE 2002 LEGISLATURE OF
THE STATE OF ARIZONA
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1. No material changes.

O. LEGISLATED PLAN CHANGES ENACTED BY THE 2003 LEGISLATURE OF
THE STATE OF ARIZONA

1. Additional Temporary Health Insurance Premium Benefit (Rural Subsidy)

The Legislature extended the additional temporary Rural Health Insurance Subsidy for two years,
beginning July 1,2003 and ending June 30, 2005. The full benefit is provided to retired and disabled
members who live in areas of the state not served by a Health Maintenance Organization (HMO)
and who have 10 years of credited service. The Rural Health Insurance Subsidy now requires “mini-

Insurance Coverage Without Insurance Coverage With
Rural Health Insurance Subsidy Medicare Parts A & B Medicare Parts A & B*
July 1, 2003 — June 30, 2005 Single Family Single Family
Required Minimum
Out-of-Pocket Payment $125 $425 $100 $200
Rural Health Insurance
Subsidy (Maximums) Up to $300 Up to $600 Up to $170 Up to $350

mum out of pocket” payments ranging from $100 to $425 per month, depending on the plan and
coverage selected.

* Combination plans that include Medicare eligible and non-Medicare eligible retiree and dependent coverage
require a $400 monthly out of pocket payment.

P. LEGISLATED PLAN CHANGES ENACTED BY THE 2004 LEGISLATURE OF
THE STATE OF ARIZONA

1. Service Purchase Program

The Arizona Legislature revised the method of calculating the cost of service purchases, so that future
purchased would be made at true actuarial present value.

2. Early Retirement Incentive Programs

The Arizona Legislature provided that employers that participate in ASRS and offer early retirement

129




2008 Comprebensive Annwuval Financial Report

Summary of Legislative Plan Changes

incentives to their employees must notify the ASRS of the incentives. ASRS will determine the cost
of the incentives and the employers will pay the cost.

3. Long-Term Disability Program

'The Arizona Legislature revised and clarified LT'D provisions so that disabled members will be
required to participate in rehabilitation programs and to pursue Social Security Disability benefits.

)«

In addition, the legislation limited the receipt of disability benefits on the basis of a member’s “own
occupation” to 24 months, rather than to 24 consecutive months.

Q. LEGISLATED PLAN CHANGES ENACTED BY THE 2005 LEGISLATURE OF
THE STATE OF ARIZONA

1. Temporary Rural Health Insurance Premium Benefit

The Legislature extended the temporary Rural Health Insurance Subsidy for the next two years,
from July 1, 2005 to June 30,2007. The benefit is provided to Medicare-eligible retirees and disabled
members who live in Arizona counties with no Health Maintenance Organization (HMO) service
area and who have 10 years of credited service.

2. Contribution Rates

The Legislature pegged the contribution rates for fiscal 2006 and 2007 at 6.90% and 8.60%, respec-
tively. After fiscal 2007, contribution rates are to be determined annually.

R. LEGISLATED PLAN CHANGES ENACTED BY THE 2006 LEGISLATURE OF
THE STATE OF ARIZONA

1. Elections After Retirement

Legislature limited the ability of ASRS retirees to rescind their elections after retirement. Specifically,
members who have chosen a form with a death benefit can “pop up” once to the single life form, but
are then not allowed to “pop down” to a death benefit form. ASRS will implement this provision
upon receipt of a private letter ruling from the Internal Revenue Service.

2. Conformance with Certain Federal Regulations

State statutes were modified to conform to federal regulations regarding military service purchases,
optional forms of retirement benefits, and minimum required distributions.

3. Repeal of Deferred Retirement Option Plan
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'The Legislature repealed the modified Deferred Retirement Option Plan (DROP).

LEGISLATED PLAN CHANGES ENACTED BY THE 2007 LEGISLATURE OF
THE STATE OF ARIZONA

1. Social Security Offsets and Pre-Existing Condition Period

Oftset percentages for Social Security disability benefits were increased from 64% to 85% and for
Social Security retirement benefits from 83% to 85% for members who become disabled on or after
July 1,2008. The pre-existing condition period is increased from three months to six months for
members hired on or after July 1,2008. ASRS is required to recover overpayments by reducing future
benefits to a member, beneficiary, or alternate payee.

2. Temporary Rural Health Insurance Premium Benefit

The Legislature extended the temporary Rural Health Insurance Subsidy for two years from July 1,
2007 to June 30, 2009. The benefit is provided to Medicare-eligible retirees and disabled members
who live in Apache, Gila, Mohave, or Navajo counties if they have ten years of credited service.

3. Exemption of Post-Doctoral Scholars

Effective September 19, 2007, post-doctoral scholars are exempted from ASRS membership.

4. Expanded Eligibility for Active Military Service Credit

Effective July 1, 2007, the term “presidential” call-up is changed to “military” call-up. It applies death

and disability benefits to those that occur during active military service rather than just to those that
are a result of active service. The law allows a member who becomes disabled during or as a result
of active service to receive service credit (paid by the employer) from the date active service began
through one year after the member’s date of disability if the member cannot return to work. The

disability provision expires June 30, 2009.
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V. Statistical Section

'This part of the Arizona State Retirement System’s (ASRS’s) comprehensive annual financial report presents
detailed information as a context for understanding what the information in the financial statements, note
disclosures, and required summary information says about the ASRS’s overall financial health.

Financial Trends

These schedules contain trend information to help the reader understand how the ASRS’s financial perfor-
mance has changed over time.
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3.) Benefits Paid . .. ..o 137
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Revenues

These schedules contain information to help the reader understand the ASRS’s funding over time.

1.) Contributions Received . .. .. ... . e 138
Last 10 Fiscal Years
2.) Actual Contribution Rates. . . .. ... 139
Last 10 Fiscal Years
Operations

'These schedules provide contextual information about the ASRS’s operations.

1.) Members by Type of Benefit . ... ... . 140
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3.) Principal Participating Employers . . ... .. o o 143
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Operations: Members by Type of Benefit
As of June 30, 2008

OPTIONS*

RETIREMENT
MONTHLY BENEFIT 1 2 3 4 5 6 7
$1- 299 $ 5723 $ 293 $ 345 $ 575 $ 1,486 $ 132 $ 236
300 - 499 4,719 374 525 474 1,510 181 323
500 - 999 10,092 869 1,340 1,003 2,921 636 1,020
1000 - 1499 6,904 733 1,157 611 2,426 693 989
1500 - 1999 4,432 461 659 447 1,870 614 839
2000 & Over 12,209 894 1,293 1,423 5,568 2,018 2,577
TOTALS $44,079 $3,624 $5,319 $4,533 $15,781 $4,274 $5,984
* Options Key:

1 Life annuity - refund provision

2 Life annuity - 5 years certain and life

3 Life annuity - 10 years certain and life

4 Life annuity - 15 years certain and life

5 Joint annuity - 100 percent to contingent survivor

6 Joint annuity - 66 2/3 percent to contingent survivor

7 Joint annuity - 50 percent to contingent survivor
The above schedule does not include System retirees.
Source: Buck Consultants, LLC

HBS LTD
MONTHLY BENEFITS MEMBERS MONTHLY BENEFIT MEMBERS
$1-199 52,405 $1-299 9
200-299 2,999 300-499 48
300-399 432 500-999 571
400 & Over 72 1000-1499 1,449
TOTAL 55,908 1500-1999 1,310
2000 & over 1,570
TOTAL 4,957

Source: ASRS Pension Administration System

Source: Sedgewick CMS
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Operations: Average Benefit Payments -
Last 10 Fiscal Years
RETIREMENT
Years of Credited Service
0-4 5-9 10-14  15-19 20-24 25-29 30-34 35-39 40-44 45+
Fiscal year 1998
Average monthly benefit $122 $254 $499 $789 $1,196 $1,785 $2,248 $2,318 $1,749 $1,565
Number of retirees 1,149 8,788 11,050 9,305 8,786 7,718 3,908 965 226 22
Fiscal year 1999
Average monthly benefit ~ $120 $259 $511 $806 $1,230 $1,846 $2,332 $2,448 $1,969 $1,771
Number of retirees 1,251 9,180 11,581 9,653 9,393 8,475 4,294 1,039 217 21
Fiscal year 2000
Average monthly benefit $125 $278 $550 $872 $1,328 $2,013 $2,541 $2,732 $2,339 $2,011
Number of retirees 1,321 9,454 12,076 10,061 9,944 9,169 4,683 1,106 207 17
Fiscal year 2001
Average monthly benefit $130 $293 $600 $939 $1,414 $2,119 $2,694 $2,956 $2,694 $2,671
Number of retirees 1,338 9,450 12,164 10,033 10,115 9,611 4,891 1,120 180 18
Fiscal year 2002
Average monthly benefit $142 $317 $664 $1,042 $1,578 $2,368 $2,990 $3,286 $3,195 $3,958
Number of retirees 1,397 9,357 12,188 10,145 10,443 10,023 5,399 1,193 182 19
Fiscal year 2003
Average monthly benefit ~ $149 $328 $695 $1,068 $1,571 $2,312 $2,957 $3,314 $3,535 $4,335
Number of retirees 1,555 9,744 12,811 10,568 11,103 10,838 6,477 1,373 203 25
Fiscal year 2004
Average monthly benefit $139 $345 $726 $1,109 $1,629 $2,384 $3,092 $3,499 $3,863 $4,413
Number of retirees 1,716 10,153 13,268 10,984 11,747 11,567 7,607 1,611 248 30
Fiscal year 2005
Average monthly benefit $125 $326 $687 $1,742 $1,995 $2,460 $2,894 $3,035 $3,082 $2,817
Number of retirees 1,697 10,290 13,540 19,674 16,813 8,394 2,815 550 7 3
Fiscal year 2006
Average monthly benefit $126 $334 $702 $1,746 $2,079 $2,541 $3,001 $3,190 $3,427 $3,255
Number of retirees 1,889 10,789 13,986 19,845 18,680 9,419 3,215 592 81 2
Fiscal year 2007
Average monthly benefit ~ $121 $329 $697 $1,743 $2,101 $2,572 $3,034 $3,268 $3,616 $4,542
Number of retirees 2,124 11,416 14,534 20,663 20,232 10,474 3,454 615 78 4

Average final salary information is not available.

Source: Buck Consultants, LLC
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Operations: Average Benefit Payments -
Last 10 Fiscal Years

HBS

Years of Credited Service

Fiscal year 2006
Average monthly benefit
Number of HBS participants
Fiscal year 2007
Average monthly benefit
Number of HBS participants
Fiscal year 2008
Average monthly benefit

Number of HBS participants

Note: Information for prior years is not available.

5 6 7 8 9 10 or more
$65 $71 $81 $86 $103 $130
1,008 861 872 869 895 47,117
$57 $69 $83 $89 $96 $130
1,046 877 903 885 891 49,368
$61 $72 $76 $89 $97 $130
1,082 917 911 934 897 51,167

Source: ASRS Pension Administration System

LTD

Fiscal year 2006
Average monthly benefit
Number of LTD participants
Fiscal year 2007
Average monthly benefit
Number of LTD participants
Fiscal year 2008
Average monthly benefit

Number of LTD participants

$1,689
4,968

$1,743
4,976

$1,823
4,957

Note: Long term disability payments are based on salary and not years of credited service. Information for prior to

2006 is not available.

Source: Sedgewick CMS
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Operations: Principal Participating Employers -
Current Year and Nine Years Ago

2008 1999
Covered % of Covered % of
Participating Employer Employees Rank Membership Employees Rank Membership
Dept Of Administration 31,778 1 13.95% 29,361 1 18.50%
Maricopa County 9,449 2 4.15% 8,434 2 5.31%
Mesa Unified Dist 4 8,406 3 3.69% 6,949 4 4.38%
Tucson Unified Dist 1 7,768 4 3.41% 7,432 3 4.68%
University Of Arizona 7,308 5 3.21% 6,800 5 4.29%
Pima County 6,136 6 2.69% 5,001 6 3.15%
Maricopa County Community
College District 6,095 7 2.68% 3,685 8 2.32%
Arizona State University 5,669 8 2.49% 4,509 7 2.84%
Gilbert Unified Dist 41 4,904 9 2.15%
Maricopa County Special
Health Care Dist 3,878 10 1.70% 2,891 10 1.82%
Paradise Valley Unified Dist 69 3,201 9 2.02%
*All other 136,339 59.87% 80,422 50.68%
TOTAL 227,730 100.00% 158,685 100.00%
* In 2007, “All Other” consisted of:
Type Number Employees
: Public Schools 232 94,585
: Charter Schools 159 4,183
Cities 77 20,021
Counties 13 8,618
Higher Education 10 6,050
: Other 85 2,882
576 136,339

Note: All participating employers participate in the retirement, HBS and LTD plans.

Source: ASRS Pension Administration System
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